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We summarize the current debate surrounding four small-dollar credit products:
pawn loans, vehicle title loans, payday loans, and cash installment loans from finance
companies. We review the contributions of scholars that inform this debate. We under-
score that users of these products fit the description of those whom consumer credit
models predict benefit from these products. Many studies find that, on average, con-
sumer use of small-dollar credit products is, at worst, innocuous. There are, however,
findings of heterogeneity in borrowers’ experiences. The disagreements surrounding
these credit products and the difficulty in crafting the proper policy response stems from
this heterogeneity. (JEL D18, G23)

I. INTRODUCTION

Millions of American consumers borrow
billions of dollars each year from pawn, vehicle
title, payday, and small-dollar cash installment
lenders.1 These loans carry high finance charges
relative to loan size, and are generally for short
periods of time. The borrowers often have an
urgent need for funds, but limited ability to repay
and few alternatives. The relatively high finance
charges and the difficult circumstances of the
borrowers have attracted the attention of many
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pundits, commentators, reformers, legislators,
and regulators. A significant portion of the atten-
tion is devoted to policy debate regarding if,
and how, policy makers should regulate these
credit products.

At the heart of the policy debate is widespread
disagreement over whether these products are
helpful or harmful to borrowers, and more
specifically, why some borrowers have poorer
outcomes than others. This disagreement leads
to additional questions about whether some
borrowers make systematic mistakes in their
understanding of small-dollar credit products,
the alternatives to these credit products, or their
own future behavior. The purpose of this paper
is to introduce new generations of scholars and
policymakers to this policy debate, present an
economic model by which to consider it, and
summarize the existing literature that attempts
to resolve it with respect to pawn, vehicle title,
payday, and cash installment credit.

ABBREVIATIONS

AASLB: American Association of Small Loan
Brokers
AFSA: American Financial Services Association
APR: Annual Percentage Rate
CFPB: Consumer Financial Protection Bureau
FTC: Federal Trade Commission
MLA: Military Lending Act
NSF: Nonsufficient Funds
TILA: Truth in Lending Act
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This paper serves as a springboard from which
scholars and policymakers can jump into the aca-
demic literature surrounding these products and
learn about the workings of these four small-
dollar credit products. We describe the historical
evolution of these products, the users of these
products, and the empirical findings relevant to
the current policy debates. In so doing, we sum-
marize large parts of the academic literature for
each product, and identify some unresolved ques-
tions for further research.

The remainder of the paper is organized as
follows. First, we provide a short description of
these credit products and the current issues in the
debate surrounding them. For readers who are
unfamiliar with pawn, vehicle title, payday, and
cash installment loans, we recommend Appendix
A (Supporting information) of this paper and
Miller (2018) for more detailed descriptions of
these credit products. After the description of the
products and the policy debate surrounding them,
we discuss the historical evolution of these prod-
ucts with an emphasis on the historical issues
relevant to the current debate. We then discuss
economic models of consumer credit decisions,
emphasizing the decision processes assumed by
economic models and deviations thereof. We
move on to present evidence both for and against
these theories of consumer behavior. Finally,
we discuss the current regulatory environment
of these products and highlight hypotheses on
which future researchers should focus to shed
light on the debate.

II. A BRIEF DESCRIPTION OF THE PRODUCTS AND
THE CURRENT DEBATE

Small-dollar credit products typically involve
straightforward transactions. In a pawn trans-
action, for example, the consumer exchanges
possession of a tangible item to the pawnbroker
for cash (typically around $100–150 to be repaid
in 1 month). At the end of the agreed upon
term, the consumer can extend the length of
time to repay the loan by paying a fee, redeem
the pawned item by paying a fee in addition to
the sum originally advanced by the pawnbroker,
or the borrower can simply abandon the item.
Vehicle title loans are similar to a pawn loan. A
consumer pledges the title to a vehicle for cash
from the title lender. The loan amount averages
about $1,000, to be repaid in 1 month, and the
consumer has the same three options facing con-
sumers who deliver an item to a pawnbroker. But,
unlike a pawn transaction, the vehicle remains

in the consumer’s possession. In both pawn
and vehicle title transactions, borrowers pledge
current wealth stored in the value of the collateral.

Payday and cash installment loans are unse-
cured loans allowing the borrower to pledge
future income, rather than current wealth. In a
typical payday loan, a borrower writes a check
payable to the lender in exchange for cash (typ-
ically around $375). The lender agrees not to
cash the check until the date specified in the loan
agreement.2 Cash installment loans are small,
closed-end cash loans from finance companies
($1,000 on average to be repaid in 6 months
to 1 year). Unlike pawn, vehicle title, and pay-
day loans, cash installment loans are repaid in
periodic, equal payments. These payments con-
sist of interest and an amount that reduces the
principal owed. The borrower’s payment per-
formance is commonly reported to mainstream
credit bureaus.3

Pawn, vehicle title, payday, and cash install-
ment loans, which are the subject of this study,
are the primary sources for small, short-term
cash loans available in the market today.4 Yet,
as shown in Table 1, they compose only a small
fraction of the consumer credit originated in the

2. In most cases, a payday borrower authorizes the lender
to initiate an automated clearing house (ACH) debit of her
checking account for the amount due. The amount owed is
debited from the borrower’s account upon maturity of the loan
if the borrower does not redeem the loan in cash prior to its
maturity date.

3. Johnson and Johnson (1998) report an average pawn
loan size of $110 in today’s dollars. The National Pawnbro-
kers website states that the average pawn transaction is for
$150. A 2015 Pew Charitable Trusts report states that the
typical vehicle title loan amount is for $1,000. About half
the cash installment loans in the data discussed by Durkin,
Elliehausen, and Hwang (2017) had maturities in the 13–24-
month range. Half the loans were made for amounts less
than $1,000, and three-fourths of the loans were made for
amounts less than $2,000. According to nonPrime101, the
median online payday loan size is $400, compared to a median
loan size of $350 for storefront payday loans.

4. In Appendix A (Supporting information), we describe
variations of these products like vehicle and payday install-
ment loans. Small-dollar consumer credit is also now
available through mobile applications, like Earnin and Active-
hours. Durkin et al. (2014) also include discussions of refund
anticipation loans and subprime credit cards. Tax refund antic-
ipation loans have largely disappeared because of faster tax
refund processing and bank regulatory agency supervisory
guidelines discouraging such loans. The rent-to-own prod-
uct is an operating lease with a purchase option, not credit.
However, after making a specified number of payments, the
consumer owns the item. For further discussion of these prod-
ucts, see Durkin et al. (2014), chapter 8. Consumer litigation
funding is another relatively new and innovative form of con-
sumer credit, but the principal is often larger than those of the
small-dollar consumer credit products discussed in this paper.
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TABLE 1
Dollars Borrowed, By Product

Dollars Borrowed (in Billions) 2016 2017 (Est.)

Cash installment loan $18 $20
Pawn transaction $14 $14
Vehicle title loan $ 6 $ 7
Payday loan (online) $15 $15
Payday loan (storefront) $20 $18
Total small-dollar credit $74 $73

Credit card loans originated in
United States (for comparison)

$415 $406

Automobile loans originated in
United States (for comparison)

$591 $585

Student loans originated in United
States (for comparison)

$130 $135

Source: Center for Financial Services Innovation (CFSI),
December 2017 Report. CFSI cites data from “Alternative
Financial Services: Innovating to Meet Customer Needs in an
Evolving Regulatory Framework” by John Hecht, Stephens,
Inc. 2014, and statements by John Hecht for Jefferies, Inc.,
2015–2016. In addition, for pawn, payday, and installment
loans, CFSI estimates are based on publicly traded industry
leaders’ annual and quarterly report data (2009–2017), mar-
ket share data, and figures reported by the National Pawn
Brokers Association. For payday, rollovers are counted as dis-
crete volume. For Title lending CFSI estimates are based on
state-specific title loan incidence, volume, and revenue data
reported by regulatory agencies in CA, IL, NM, TN, TX,
and VA (2009–2016 as available); 2016 Revenue Data from
the Center for Responsible Lending “Payday and Car Title
Lenders Drain $8 Billion in fees Every Year,” (2017), foot-
print of auto title lending locations and proportion of states
offering installment and single-payment models for all states
where the practice is legal sourced from “Driven to Disas-
ter: Car Title Lending and Its Impact on Consumers,” Cen-
ter for Responsible Lending (2013); additional data on pro-
portional use of installment and single-payment auto title
sourced from “Payday and Auto Title Lending in Texas,
Market Overview and Trends 2012–2015,” Texas Appleseed
(2016). Rollovers counted as discrete volume. Data for credit
card debt, automobile debt, and student loan debt is avail-
able from the CFPB at https://www.consumerfinance.gov/
data-research/consumer-credit-trends/.

United States each year.5 For comparison, in
2017, lenders originated $406 billion of con-
sumer credit through credit cards, $585 billion
of consumer credit through automobile loans,
$135 billion of consumer credit through student
loans, but only $75 billion in small-dollar credit
products.6 This relatively small market share is
unsurprising given that these products are, by

5. The term “consumer credit” includes all forms of non-
business loans not collateralized by real estate or specific
financial assets. Modern forms of consumer credit include
credit cards, student loans, direct loans, sales-financing of
automobiles and consumer durables, and personal loans (a
category that includes small installment loans). Pawn, vehicle
title, and payday loans are also consumer credit.

6. Data for small-dollar debt are available from the CFSI,
December 2017 Report. Data for credit card debt, auto-
mobile debt, and student loan debt are available from the

definition, “small-dollar” loans. Still, the small
market share does not belie their importance
to the millions of Americans that use these
products each year. Many of these users live
from paycheck-to-paycheck and have insuffi-
cient discretionary income or liquid assets to
absorb a financial shock—stemming either from
an income disruption or unexpected expense.
Moreover, these users often find it difficult, or
impossible, to borrow from mainstream lenders.7

Despite the small size of pawn, vehicle title,
payday, and cash installment loans, these prod-
ucts receive a considerable amount of critical
attention from policy makers, consumer advo-
cates, and scholars. Critics of these products
argue that urgent need makes users vulnera-
ble to accepting contract terms that can cause
financial harm. Critics point to the high annual
percentage rates (APRs) on small-dollar loans,
a consequence of the finance charges on these
loans being large relative to the loan amount.8

Critics of payday loans contend that repaying
the principal and relatively large finance charge
on the next payday (commonly in about 2 weeks
from loan origination) is difficult for consumers
with little discretionary income in their budgets
(see e.g., Center for Responsible Lending 2013;
Pew 2012). In such cases, borrowers might roll
over the loan. That is, they pay an additional
finance charge with little or no reduction in
principal in order to extend the due date of the
loan. Borrowers might roll over their payday
loans several times, each time paying a finance

CFPB at https://www.consumerfinance.gov/data-research/
consumer-credit-trends/.

7. See the data presented in Table 3 discussing the credit
experiences of small-dollar credit users using data from the
2015 National Financial Capability Study by the FINRA
Investor Education Foundation in consultation with the
U.S. Department of the Treasury and President Obama’s
Advisory Council on Financial Capability. Small-dollar
credit borrowers are more likely than those who do not use
small-dollar credit to carry balances on credit cards, pay
fees associated with borrowing, be rejected for loans, and
not apply for mainstream credit for fear of rejection. See
similar claims made about small-dollar borrowers on page 2
of the CFPB’s final rule for payday, vehicle title, and certain
high-cost installment loans at https://files.consumerfinance
.gov/f/documents/201710_cfpb_final-rule_payday-loans-
rule.pdf. Miller (2016) claims payday loans are used most
frequently by credit constrained consumers with few other
borrowing opportunities. Webster 2012 lists a variety of
sources reporting the credit constraints and credit needs of
small-dollar borrowers.

8. See, for example, the claims of Center for Responsible
Lending (2013) that high APRs on payday loans contribute
to the creation of a “debt treadmill” for borrowers and the
concerns of Pew (2012) that such high APRs are not a viable
solution for cash constrained borrowers.

https://www.consumerfinance.gov/data-research/consumer-credit-trends/
https://www.consumerfinance.gov/data-research/consumer-credit-trends/
https://www.consumerfinance.gov/data-research/consumer-credit-trends/
https://www.consumerfinance.gov/data-research/consumer-credit-trends/
https://files.consumerfinance.gov/f/documents/201710_cfpb_final-rule_payday-loans-rule.pdf
https://files.consumerfinance.gov/f/documents/201710_cfpb_final-rule_payday-loans-rule.pdf
https://files.consumerfinance.gov/f/documents/201710_cfpb_final-rule_payday-loans-rule.pdf
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charge, before repaying the loan (or defaulting).9

In these cases, the cost of the payday loan turns
out to be far higher than initially anticipated; and
in cases of many rollovers, the finance charge
can even exceed the amount of the initial loan.
In sum, some borrowers “… find themselves
unable to meet their budgetary needs on the next
payday, take additional loans, and get caught up
in a never-ending cycle of high fees and interest.”
(Schaaf 2001, 346).

Similar concerns are expressed for other
small-dollar credit products. Like payday loans,
single-payment vehicle title loans and pawn
loans might be difficult for borrowers to repay
when the loan matures. Small installment loans
might initially be easier to repay. To the extent
that small installment loans are renewed, this
action suggests to critics that these borrowers pay
additional finance charges and remain indebted
longer than expected.

Critics further argue that consumers are ill-
equipped to make decisions on high-rate credit
use: borrowers generally are not aware of the
APRs for small-dollar products and are, there-
fore, not able to evaluate alternatives to these
credit products. Critics also contend that that pay-
day loan borrowers are overly optimistic about
their ability to repay the debt: when they are
deciding to obtain a payday loan, borrowers
expect to pay off their loans faster than the actual
time it takes them to repay the loan. Critics argue
that, as a result, these borrowers underestimate
the cost of using small-dollar high-rate credit to
satisfy a financial need.

As an example of the claims of the critics, con-
sider the Military Lending Act (MLA) in 2006,
which placed a federal cap of 36% APR on loan
rates to military personnel and their families. The
Department of Defense report claims that these
“predatory lenders [pawn, vehicle title, payday,
and small-dollar cash installment lenders] seek
out young and financially inexperienced borrow-
ers,” make loans based “not on the borrower’s
ability to repay,” “obfuscate the comparative cost
of their product with other options available to the
borrower,” and “encourage extensions through
refinancing and loan flipping” (Department of
Defense 2006, 4).10 Furthermore, they claim

9. In addition, a borrower might incur overdraft charges
if the payday lender attempts to cash the borrower’s check to
obtain repayment and the borrower does not have sufficient
funds in the account. Frequent overdrafts can jeopardize
continued access to a checking account.

10. See the Report on Predatory Lending Practices
Directed at Members of the Armed Forces and Their Depen-
dents provided by the Department of Defense at https://

that “predatory lending undermines military
readiness” and that education is not sufficient
to protect service members from the practices
of small-dollar lenders (Department of Defense
2006, 9).

Similarly, in a 2018 rule for payday, vehi-
cle title, and certain installment lenders (which
has since been reversed), the Consumer Financial
Protection Bureau (CFPB) states, “The Bureau is
concerned that lenders that make covered short-
term loans have developed business models…
failing to assess consumers’ ability to repay their
loans according to their terms” (Consumer Finan-
cial Protection Bureau 2018, 3).

In a 2012 report on payday lending, The Pew
Charitable Trusts (Pew) states that their findings
“raise serious concerns about the current mar-
ket’s ability to provide clear information that
enables consumers to make informed decisions”
(The Pew Charitable Trusts 2012, 2).11 Similarly,
a 2015 Pew report on vehicle title lending claims,
“payments exceed most title loan borrowers’ abil-
ity to repay—so the large majority of loans in this
market are renewals” (The Pew Charitable Trusts
2015, 1).

The small-dollar credit industry does not dis-
pute that finance charges are high relative to the
amount borrowed. To profit from making these
small-dollar loans, the finance charge relative to
the amount borrowed must be high. Larger, long-
term loans with lower relative finance charges are
not comparable to small-dollar credit products,
they argue (Miller 2016; Webster 2012). Larger,
long-term loans have lower interest rates than
small-dollar high-rate products, but the dollar
amount of their finance charges is significantly
greater. Supporters of small-dollar credit prod-
ucts point out that consumers who live from
paycheck-to-paycheck face some hard choices
when they experience an income or expense
shock. For example, consumers might be faced
with other costly outcomes, such as overdraft
fees, credit card late fees, utility reconnect fees,
and nonsufficient funds (NSF) and merchant bad-
check fees. These costs are generally stated in
dollars. Industry contends that the finance charge
is the relevant price of these products, not the
APR. They argue that borrowers are keenly aware
of the finance charge and can readily compare the

archive.defense.gov/pubs/pdfs/Report_to_Congress_final
.pdf.

11. The Pew Charitable Trusts published a series
of reports titled “Payday Lending in America” avail-
able at https://www.pewtrusts.org/en/research-and-analysis/
articles/2014/12/payday-lending-in-america.

https://archive.defense.gov/pubs/pdfs/Report_to_Congress_final.pdf
https://archive.defense.gov/pubs/pdfs/Report_to_Congress_final.pdf
https://archive.defense.gov/pubs/pdfs/Report_to_Congress_final.pdf
https://www.pewtrusts.org/en/research-and-analysis/articles/2014/12/payday-lending-in-america
https://www.pewtrusts.org/en/research-and-analysis/articles/2014/12/payday-lending-in-america
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dollar cost of the finance charge with the dollar
costs of alternatives. In addition, they point out
that typical payday loan fees are smaller than
overdraft fees, credit card late fees, utility recon-
nect fees, and NSF and merchant bad-check fees.

Regarding payday loan rollovers, industry
cites survey evidence suggesting that many
payday loan borrowers do consider their ability
to repay their loans. In one survey, by far most
payday loan borrowers said the terms of the
transaction were clear and recognized that they
would not have sufficient funds in their monthly
budget to repay the loan in one pay period.
In another survey, most borrowers who used a
payday loans indicated that it did not take more
time than expected to repay the loan. Only about
a third of borrowers said that they needed more
time than expected to repay the loan.12

Moreover, supporters also point to admin-
istrative data showing that more than half of
payday loan sequences are short (three or fewer
payday loans). They note that such frequencies
seem inconsistent with a “never-ending cycle of
high fees and interest” (Miller 2016).

At the root of the policy debate between crit-
ics and supporters of small-dollar credit is a dis-
agreement about the rationality of small-dollar
credit borrowers. Scholars, consumer advocates,
and policy makers often differ in the lenses
through which they view borrowers’ decisions,
and this disagreement leads to different conclu-
sions about the proper policy response to small-
dollar credit. For example, consider the claims
made by the Department of Defense (2006) in
support of the MLA. The Department of Defense
claims that small-dollar lenders take advantage
of inexperienced borrowers, mask relative costs
of credit, and encourage extensions. Implied by
these arguments is that borrowers are not well
informed. That is, these borrowers make deci-
sions that, on balance, are not beneficial for them
in the short or long run.

Other models assume that borrowers exhibit
full or bounded rationality. Full rationality
assumes that borrowers collect comprehensive
information on products and suppliers in the
market, weigh alternatives, and choose the best
alternative. Bounded rationality assumes that
borrowers collect information on a limited set
of characteristics, focus on the most important
characteristics, and choose an alternative that is
good enough.13

12. See Levy and Sledge (2012).
13. For additional discussion on the distinction between

irrationality and bounded rationality in the context of

Scholars analyze small-dollar borrowers’
behaviors in light of the predictions of the
models, examining whether borrowers exhibit
behavior consistent with or deviating from ratio-
nality.14 Reviewing the literature for small-dollar
credit products, we discuss a model of small-
dollar credit decision processes and the evidence
for and against rationality of small-dollar bor-
rowers in more detail in later sections of this
paper.

In the next section, we discuss the histor-
ical evolution of small-dollar credit markets,
highlighting the similarities between the current
policy debate and the historic policy debate
surrounding borrowers’ experiences with small-
dollar credit products. Ironically, early twentieth
century critics of small-dollar lenders eventually
concluded that increasing legitimate small-dollar
lending was necessary to reduce illegal lend-
ing (loan sharking). This conclusion led to the
drafting of the Uniform Small Loan Law, and its
widespread acceptance laid the foundation for
modern small-dollar credit markets.

III. HISTORICAL PERSPECTIVE ON THE CURRENT
DEBATE

The modern system of consumer credit in the
United States was born in the early twentieth
century, catalyzed by reform efforts to make it
possible to lend small amounts legally, which
brought capital into small-dollar loan markets,
and by growing acceptance of financing automo-
biles, radios, refrigerators, and other consumer
durables. Consumer credit did exist before the
twentieth century, however. As Calder (1999)
explains, “in the Victorian era saving, frugality,
and self-denial were ideals practiced by some,
popular with many, but only in retrospect credited
to all,” (p. 38). Pawnbrokers, illegal lenders, and
merchants were common sources of consumer
credit in earlier centuries.15 Usury laws in colo-
nial America, carried over in the British tradition,
did exist, but these laws were routinely ignored.16

consumer protection policy, see Vickers (2003), Pappalardo
(2012), and Pappalardo (forthcoming).

14. For discussions and findings related to behavioral
theories of borrower behavior in the context of small-
dollar credit, see Bar-Gill and Warren (2008), Mann (2013),
Bertrand and Morse (2011), Zinman (2014), Carter and Skiba
(2012), Agarwal and Bos (2019), and Fritzdixon, Hawkins,
and Skiba (2014).

15. Scholars interested in a more extensive history of
these products should reference Calder (1999) and Durkin
et al. (2014), among other sources.

16. Patterson (1898, 160–61).
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Pawnbrokers operated in the United States
as early as 1657 in New York City. By the early
nineteenth century, the American pawnbroking
industry was well established, particularly in
urban areas with sufficient demand to support
the industry. Families of industrial wage earners,
represented most frequently by their female
members, were the primary borrowers. Pawn
borrowers would leave clothing, jewelry, musical
instruments, bedding, furniture, and other house-
hold items in the possession of the pawnbroker in
exchange for cash. The average pawn loan then
was small, typically five dollars or less. Because
the fixed costs of operating a pawn business are
high relative to the size of these small advances,
pawnbroker rates were high, typically 25% per
month, or 300% annualized.

Small-dollar, non-pawn lenders began oper-
ating as early as the middle of the nineteenth
century and charged rates above the legal limits.
These illegal lenders, or loan sharks, operated out
of the public eye, making loans for 10–40 dollars
over short periods.17 Additionally, small-dollar,
non-pawn lenders exploited legal exceptions to
usury laws through practices like salary buying.
Salary buying works as it sounds. A buyer pur-
chases an individual’s next paycheck for a dis-
count. The courts ruled that salary buying was
not subject to usury laws because purchasing
future income did not involve a loan. Pawnbro-
kers, salary buyers, and lenders that ignored usury
laws (loan sharks) were the primary source of
credit for working class families in the latter half
of the nineteenth century.18

Another source of consumer credit in the nine-
teenth century was merchant financing of the sale
of consumer durables by installment payments.
Like salary buyers, merchants offering this type
of credit were not subject to usury laws. Courts
had ruled that merchants could legally charge two
separate prices: a cash price and a time price.
Commonly referred to as the “time price” legal
doctrine, the courts ruled that installment sales
were not loans and that the difference between
the cash price and the time price was not interest.
Therefore, installment sales were not subject to
usury laws.

By the 1880s, concern about high interest
rates, harsh terms, and abusive collection prac-
tices led to an outcry for stricter laws to ban these

17. These lenders were not the racketeer loan sharks,
which entered the lending business in the 1920s.

18. See Durkin et al. (2014), Calder (1999), and Rogers
(1975).

types of credit. Nevertheless, the early twentieth
century reform efforts were largely ineffective.
Some lenders simply altered credit products to
circumvent laws, and others operated outside of
the law altogether. The inability of legislation
alone to eliminate these credit products, some-
what ironically, led to an increasingly widespread
belief that best way to eliminate loan sharks was
to increase the availability of these products.

Calder (1999) reports that Arthur Ham and
the Russell Sage Foundation led the fight to
legalize the small-loan industry because they
believed “the problems of the small borrower
would only be addressed when a new small-loan
industry based on remedial principles was freed
from the impossible burden of the usury laws”
(pp. 126–27). “Thus, they paired their negative
strategy of attacking the loan sharks with a pos-
itive strategy to put remedial lending societies in
their place” (p. 129).

By the early twentieth century, the Russell
Sage Foundation began working with states to
enact effective legislation to establish a system
of regulated small-dollar lenders. Under a new
set of small-loan laws, newly licensed lenders
formed the American Association of Small Loan
Brokers (AASLB). Remedial lending societies
suspended their operations or were sold to these
newly licensed lenders. The AASLB and the Rus-
sell Sage Foundation worked together to draft the
Uniform Small Loan Law in 1916. The purpose
of the legislation was to serve as a model for states
to follow as they crafted small-loan laws.

Considering the costs and risks of small-
dollar cash lending, the reformers concluded that
demand for small-dollar loans could not reason-
ably be satisfied at rates less than 3.5% per month
(42% per annum), a rate six times higher, on
average, than the existing rate caps. By 1932, 25
states had passed some version of the Uniform
Small Loan Law. Collectively, these laws allowed
a legal small-loan industry to emerge. About half
of the operations of former loan sharks became
legal lenders who operated under these new laws
(Hodson 1919).

These consumer credit reforms built the
foundation for modern consumer credit mar-
kets. In the decades following the consumer
credit reforms of the early twentieth century,
patchwork legislation among states created an
institutional class of lenders devoted exclusively
to small-dollar consumer credit. Banks often
had higher limits on loan amounts and lower
ceilings on interest rates than consumer finance
companies; thus, small-dollar loans were often
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unprofitable for banks.19 Therefore, small-dollar
loans became almost exclusively the product of
small-dollar lenders.

Loan-sharks-turned-legitimate lenders and
pawnbrokers are the forerunners of the small-
dollar consumer credit market. Small-dollar
credit products are sometimes referred to as
“fringe products from fringe banking institu-
tions” by scholars like Caskey (1991, 1994, 2005)
or “alternative financial services” by others.

Small-dollar lending boomed in the late 1970s
and increased in momentum through the 1980s.
Caskey (1994) argues that the primary cause of
the boom was the decline in bank account owner-
ship, particularly among low-income, minority,
young, and less-educated households. Borrowers
became increasingly unable to pass the credit
screening procedures of mainstream credit insti-
tutions. Credit worthiness and bank account
ownership declined as a result of socioeconomic
changes, specifically falling real incomes and
savings rates of lower-income Americans in the
1980s. Increasing fees for low-balance bank
accounts exacerbated this problem. To satisfy
a growing demand in the small-dollar credit
markets, entrepreneurs created or expanded
small-dollar credit institutions. The 1980s and
1990s witnessed the birth of two new, now
prevalent, forms of small-dollar consumer credit:
payday lending and vehicle title lending.

The American payday loan industry devel-
oped in the 1990s, although some scholars note
the similarities between payday lending and the
early twentieth century practice of salary buy-
ing.20 The payday industry grew rapidly through
the turn of the century. By 2005, payday loan
and check cashing stores nationwide outnum-
bered McDonald’s, Burger King, Sears, J.C. Pen-
ney, and Target stores combined.21

Vehicle title lending was born in the late 1980s
and also resembles a historic, but rare, credit
arrangement: the pawning of a vehicle.22 Calder
(1999) notes that, although it was unusual, auto-
mobiles were sometimes used as the collateral

19. See pages 494–496 in Durkin et al. (2014) for
examples of state regulations of the various consumer credit
products and institutional classes. See also Rogers (1975).

20. See Caskey (1994, 31), Chessin (2005), and Stegman
(2007) for examples. Not all salary loans were single-payment
loans. Describing the salary loan transaction, C.W. Wassum
(1908), Salary Loan Business in New York, wrote: “The
necessary papers are signed, by which he [the customer]
agrees to pay a certain amount each week until the debt is
cancelled.” (p. 15).

21. See Stegman (2007) and Karger (2005).
22. Caskey (1997).

for a pawn loan. Payday and vehicle title loans,
alongside pawn and cash installment loans, are
now the primary small-dollar products in the con-
sumer credit market.

This summary of the evolution of small-dollar
consumer credit highlights that the debate over
whether and how policy makers should increase
or decrease access to small-dollar credit arises
time and time again. This debate is not eas-
ily resolved because determining the welfare
effects of small-dollar credit access requires
an understanding of consumers’ entire sets of
objectives and constraints, which are not easily
observed. Furthermore, the experiences of the
early twentieth century, when lenders often
ignored or exploited loopholes in usury laws,
highlight the complexity of restricting access to
small-dollar credit.

In the remainder of this paper, we dis-
cuss the relevant models of consumer choice
to frame the debate, discuss the empirical
evidence shedding light on this debate, and
develop testable hypotheses for others to take the
analysis forward.

IV. ECONOMIC AND PSYCHOLOGICAL MODELS
FOR CONSUMER CREDIT CHOICE

Economic models provide predictions of out-
comes of decisions, but they generally do not
explain decision processes. Thus, economic mod-
els are useful for identifying types of consumers
who might benefit from availability of credit
and outcomes associated with credit use. Eco-
nomic models, however, do not provide insight
on the extent to which decisions are thoughtful
and deliberative.

A. The Economic Model: Intertemporal Choice

Consumers typically use credit to finance
the acquisition of expensive consumer durables
(household investment). Consumers also use cash
loans to cover temporary shortfalls in income or
increases in expenses. The decision rule is the
same in both cases. A durable is utility increasing
if the present value of benefits exceeds the cost of
acquiring the durable. Use of cash loans is utility
increasing if the present value of the additional
consumption, or the avoidance of a penalty for
nonpayment of expenses, exceeds the expendi-
ture financed by the loan. These decision rules
follow from Fisher’s (1907, 1930) model for
intertemporal decision-making. With that model,
Fisher demonstrated that borrowing to increase
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current consumption, whether accompanied by
investment or not, can be utility maximizing.23

Extensions of Fisher’s model show that his
conclusions regarding credit use are valid when
institutional characteristics of credit markets are
taken into account. Hirshleifer (1958) extended
Fisher’s model to include cases where the bor-
rowing rate is greater than the lending rate and
where the marginal borrowing rate increases as
the amount of borrowing increases. Juster and
Shay (1964) examined cases in which borrow-
ers are subject to rationing by primary lenders but
are able to obtain additional high-rate credit from
supplemental lenders. In each of these cases, util-
ity increasing outcomes involving borrowing are
possible. In Juster and Shay’s model, primary
lenders (banks and credit unions, for instance)
generally require equity and avoid high-risk bor-
rowers. Supplemental lenders (unsecured cash
lenders, for example) offer small amounts of
credit at relatively high rates. Rationing may
occur at the rate charged by primary lenders
with no additional borrowing from supplemental
lenders. A second rationing outcome occurs when
the borrower exhausts availability of credit from
primary lenders and borrows from supplemental
lenders at higher rates than those available from
primary lenders.24

B. Characteristics of Rationed Consumers

Juster and Shay’s (1964) extensions predict
characteristics of consumers who are credit con-
strained that might rationally use supplemen-
tal credit products. These consumers tend to be
young and have growing families. In addition,
they have low or moderate incomes and have not
accumulated large amounts of liquid assets. Also,
because of their early life-cycle stage, rationed
consumers may have accumulated few durables.

Some studies have estimated rates of return
for different household durables. They find that
rates of return can be quite large at high lev-
els of utilization See, for example, Poapst and
Waters (1964) and Dunkelberg and Stephenson
(1974). Because of high projected durable utiliza-
tion rates, they tend to have relatively high rates
of return from investment in household durables.
Rationed consumers tend to rely heavily on credit
to finance household investment. Low levels of

23. Fisher’s model also provided optimal outcomes that
involved investment and saving.

24. For additional discussion of the models, see
Appendix B (Supporting information) or Durkin et al. (2014,
chapter 3).

liquid asset holdings and disposable income after
necessary expenses tend to limit their ability to
pay cash to acquire household durables. Heavy
use of credit may make obtaining additional debt
difficult. As a consequence, rationed consumers
may be forced to turn to higher-rate credit when
additional funds are needed.

C. Developments in Consumer Credit Markets

Consumer credit markets have changed con-
siderably since Juster and Shay’s study. Advances
in information availability and in the technology
to manage and analyze large amounts of informa-
tion have improved lenders’ ability to assess risk.
Credit reporting through credit reporting agen-
cies (credit bureaus) is now close to comprehen-
sive. Thus, credit reports generally reflect a con-
sumer’s complete credit history, making informa-
tion in credit reports more useful for predicting
future payment performance.

In addition, the development of credit bureau
scores has made statistical credit evaluation
available to all lenders. Such changes have
loosened the credit limits of primary lenders.
Equity requirements have also relaxed, as terms
to maturity have lengthened for most closed-end
installment credit, and down payment require-
ments have also been reduced. Thus, today many
consumers are more able to finance a greater pro-
portion of their household investment through
primary lenders.

Higher-rate credit products from supplemen-
tal lenders have also proliferated. Unsecured
credit is now widely available through bank
credit cards, and many borrowers today use bank
credit cards in much the same way as Juster and
Shay described borrowers using cash installment
loans (see Bizer and DeMarzo 1992; Brito and
Hartley 1995). Competition has extended the
availability of bank credit cards to many con-
sumers who in the past would have had difficulty
qualifying for them.

Because bank card rates are generally lower
than cash installment rates, unsecured credit is
now available to more consumers at a lower
cost than in the past. There also are various
“subprime” versions of credit cards and vehicle
financing. Such products are mostly used by those
who exhibit greater amounts of credit risk than
mainstream consumers. These subprime products
allow consumers to finance a larger share of the
value of household durable goods and services,
borrow more heavily against future income, and
obtain credit despite previous problems repay-
ing debts.
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Nevertheless, new short-term credit products
have emerged alongside the cash installment
industry that has existed for decades and the
pawn lenders prevalent for centuries. The pay-
day lending industry allows consumers to obtain
an advance on their next paycheck, and vehi-
cle title lenders offer small loans secured by
consumers’ vehicles. Short-term credit products
may facilitate the accumulation of household
assets even when they are not used directly to
finance household investment. The availability
of short-term credit may reduce consumers’ vul-
nerability to unexpected expenses or reductions
in income when consumers use relatively large
amounts of debt to finance household investment.
Many consumers do not have enough cash on
hand to cover a $400 shortfall of funds, and for
those who do, strong precautionary considera-
tions might even make them reluctant to draw
on their cash reserves.25 Although these short-
term credit products may be very costly relative
to the loan amount, consumer losses resulting
from a lack of liquidity may be quite large. Thus,
short-term products may also expand the oppor-
tunities for rationed consumers to finance house-
hold investment.

D. Consumer Decision Process

Fisher’s investment model (1907, 1930) as
extended by Hirshleifer (1958) and Juster and
Shay (1964) entails estimating future cash sav-
ings from investment in durables and comparing
the rate of return for different levels of investment
with an appropriate discount rate, which for many
consumers would be a borrowing rate. The theory
requires that consumers are well informed about
choices available in the market. This requirement
implies that consumers exhaustively search for
information about prices and characteristics of

25. A Google search for the term, “Can’t cover $400
shortfall” on November 3, 2019 returned 377,000 hits. The
outcry that “40 percent of Americans cannot cover a sur-
prise $400 expense,” has received considerable political atten-
tion. The source of this misinformation seems to be the 2018
Report on the Economic Well-Being of U.S. Households pub-
lished by the Board of Governors of the Federal Reserve Sys-
tem (2018). This report states that 61% of adults would cover
a $400 unexpected expense using cash (or cash equivalents).
Instead of concluding that roughly 40% cannot do so, the
report makes it clear that many of the remaining 4 in 10 adults
would cover the expense by carrying a credit card balance or
borrowing from friends or family. The report also clarifies that
some people who have $400 in available cash would choose
to borrow in order to preserve their cash for other expenses,
as Katona (1975) finds. The report states that 12 % of adults
would not be able to cover the expense by any means.

both product and financing as well as extensively
evaluating alternatives.26

Consumers’ actual decision processes are
quite different from that suggested by economic
theory. Empirical studies of consumers’ decision
processes find that consumers do not collect
comprehensive information. Consumers may
rely on past information searches and experience
when they are satisfied with previous choices.
They may simplify by focusing on a limited set
of characteristics (Day and Brandt 1973; Monti
et al. 2012; Mueller and Katona 1954; Shay
and Brandt 1979).27 To evaluate alternatives,
consumers frequently use heuristics; rules of
thumb enable individuals to make decisions
quickly using limited information (Borges et al.
1999; Simon 1990). They may stop the decision
process when they find a satisfactory alternative
(Katona 1975; Simon 1986).

The empirical evidence also shows that con-
sumers are more deliberative when the situation
warrants. Information searches and product eval-
uation tend to be more extensive for decisions that
involve large expenditures, commitment for long
periods of time, products with which the con-
sumer is unfamiliar, and unsatisfactory previous
choices (Katona 1975).

Heuristics and Biases. The role of heuristics is
contested. The heuristics and bias program in
psychology attributes numerous systematic vio-
lations of statistical or logical rules (cognitive
biases) to the use of heuristics in answering ques-
tions involving risk (Kahneman 2011). Alleged
failures of consumers to repay credit card debt
and payday loans as initially planned is attributed
to an optimism bias (Ausubel 1991; Bar-gill
and Warren 2008, respectively). Overlooking cer-
tain fees (e.g., late fees, overdraft fees and over
limit fees) is attributed to a salience bias (Bar-
Gill 2003) in which individuals are more likely
to focus on items or information that are more
prominent and ignore those that are less so. Dis-
counting distant utilities more than proximate
utilities is attributed to present bias (Meier and
Sprenger 2007).28 Evidence of such biases is

26. Consumers’ information need not include every alter-
native available in the market. The process of collecting and
evaluating choices can be limited by search costs (Stigler
1961).

27. These studies are based on analyses of representative
consumer survey data using a model of decision-making from
psychology as a framework. For a recent exposition of the
model, see Blackwell, Miniard, and Engel (2006).

28. Deviation from the behavior predicted by economic
theory is sometimes attributed to borrower irrationality in
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mostly from small experimental studies using
convenience samples and is not robust.29

Fast and Frugal Heuristics. The fast and frugal
heuristics research program proposes that heuris-
tics might work well in specific situations. In a
theoretical analysis, Bendor, Kumar, and Sigel
(2009) indicate a satisficing heuristic (choose an
action if it previously satisfied aspirations; search
otherwise) produces optimal long-term outcomes
in some situations and higher-valued but not
optimal outcomes in others. Limited empirical
evidence suggests that heuristics might perform
about as well as rules based on extensive infor-
mation and weighing of alternatives. Borges et al.
(1999) found that stock portfolios chosen on
the basis of firm name recognition (availability
heuristic) performed better than portfolios run by
fund managers and portfolios chosen randomly,
for example. DeMiguel et al. (2009) found that
portfolios dividing assets equally among avail-
able assets (1/N heuristic) performed out of sam-
ple as well as mean-variance optimal portfolios.30

Heuristics and Consumers’ Credit Decisions. In
the area of consumer credit, the literature sug-
gests that many consumers rely on a monthly
payment heuristic. The heuristic involves find-
ing a term to maturity that produces a monthly
payment that fits in a consumer’s budget and
choosing the one that has the lowest monthly
payment among the alternatives within that term.
Juster and Shay demonstrate that this heuris-
tic is consistent with utility maximization for
rationed consumers. Mors (1965) and Durkin and
Elliehausen (2018) argue that a monthly pay-
ment heuristic works well in cases where product
and credit are obtained jointly. And summariz-
ing findings of many studies in experimental eco-
nomics, Smith (1991) concluded that individual

behavioral economics, but it can also be explained by tra-
ditional information economics and the costs of searching
for and understanding information relevant to borrower deci-
sions. See Pappalardo (forthcoming) for additional discussion
of this ambiguity in the context of consumer protection.

29. Experimental findings are sensitive to the format of
the problem and experimental procedures. Changing the for-
mat of the question or implementing different experimental
procedures can make cognitive biases to disappear (see e.g.,
Plott and Zeiler 2007). No generally accepted theory explains
why cognitive biases occur or what causes them to disappear.
For further discussion, see Durkin et al. (2014), chapter 4 or
Gigerenzer (2018).

30. Heuristics are often specific to certain environments.
Environmental characteristics that favor the 1/N heuristic
include high uncertainty, a large number of assets, and a short
estimation period (Gigerenzer 2008).

decisions based on limited information and using
heuristics produce prices and allocations that
converge quickly to the neighborhood of optimal
equilibrium values.

Juster and Shay (1964) argued that consumers
can calculate the benefits from household invest-
ment by estimating cash savings plus the differ-
ence in convenience over the market alternative
or by the reduction in labor required to produce
the services without the durable asset. It seems
likely that consumers can make such calculations,
even if with some difficulty and imprecision. That
many do so at least implicitly seems plausible.

Survey evidence shows, however, that many
consumers do not understand financial concepts
(Campbell 2016; Elliehausen 2019). These con-
sumers obviously do not calculate a rate of return
or present value when making household invest-
ment decisions. This deficiency can be miti-
gated by the use of heuristics, such as the lowest
monthly payment heuristic, which performs well
for rationed consumers and for decisions involv-
ing joint purchases of product and credit.31 More-
over, as mentioned, estimated rates of return for
household investment are quite high, especially
when levels of utilization are high. Poapst and
Waters (1963) argued that the attractiveness of
such household investment is often so high that
calculations are hardly necessary.

Unlike decisions for long-term cash install-
ment loans, decisions for short-term payday,
vehicle title, and pawn loans do not require
difficult financial mathematics to make informed
decisions. The consequences of failing to cover
shortfalls in income and meet contractual obliga-
tions are generally expressed in dollar amounts,
which can be compared directly with the dollar
finance charge. Because of the short time period,
discounted cash flows are little different from
undiscounted cash flows and would rarely lead
to a different decision (Durkin and Elliehausen
2018). Nevertheless, serious questions remain
about some consumers’ ability to manage these
credit products (Campbell 2016).

In sum, consumers often do not consider all
information available in the market nor delib-
erately evaluate each alternative. Consumers
simplify, take shortcuts, and use heuristics,
which may not always be optimal but never-
theless may be an economical and effective

31. In the case of a joint purchase, a monthly payment
heuristic works well because it reflects the cost of the total
package. The allocation of costs between product and credit
prices is irrelevant.
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means for achieving desired goals. While most
economists and psychologists agree that cog-
nitive errors occur, the extent to which these
phenomena impair actual decisions in markets
is not at all clear. Findings of numerous studies
of actual behavior in markets are consistent with
predictions of economic theory.32 At this time,
neither existing behavioral evidence nor con-
ventional economic evidence supports a general
conclusion that consumers’ credit decisions are
not purposive and deliberate or that markets do
not work reasonably well.33

E. Implications of the Model of Small-Dollar
Credit Use

Evaluating individual decisions on small-
dollar credit use is not generally possible.
Individual circumstances vary widely, and unan-
ticipated events may influence outcomes.34 It is
possible, however, to test whether characteristics
of consumers who use such credit markets align
with the characteristics predicted by economic
theory of consumers who rationally might use
small-dollar credit markets. Findings that con-
sumers using small-dollar credit understand the
products and exhibit thought and deliberation in
their decisions would also provide evidence of
rationality in small-dollar credit decisions.

It might never be the case that borrowers
are fully informed or make decisions that are
perfectly consistent with the rational choice
model. Becoming fully informed about small-
dollar credit products (or any product for that
matter) and all of the alternatives is costly. Bor-
rowers face time constraints, wealth constraints,
and cognitive constraints. Borrowers rationally
search for information about products up to the
point where the expected marginal benefit of
additional information is equal to the expected
marginal cost, including the costs associated
with cognitive efforts. Borrowers could exhibit
“bounded rationality” in the terms of Simon
(1990) and Vickers (2003) or be “reasonably
informed” in the terms of Pappalardo (2012).

32. For a review of the evidence, see Elliehausen (2010),
Durkin et al. (2014, chapter 4), or Durkin, Elliehausen, and
Zywicki (2014).

33. In an article summarizing results of numerous studies
in experimental economics, Smith (1991) concludes that evi-
dence consistently indicates that individual decisions based
on limited information and using heuristics converge quickly
to the neighborhood of equilibrium prices and allocations.

34. Campbell (2016) discusses a model for regulatory
intervention in a market in which some financially unsophis-
ticated consumers make mistakes and financially sophisticate
consumers do not.

V. EVIDENCE OF RATIONAL SMALL-DOLLAR
CREDIT DECISIONS: BORROWER

CHARACTERISTICS AND DECISION-PROCESSES

In this section, we examine whether pawn,
vehicle title, payday, and cash installment
borrowers exhibit characteristics of rationed
consumers. That they exhibit characteristics of
rationed borrowers does not itself imply that
their behavior is rational, but these borrowers are
the ones whom economic theory predicts could
benefit from availability of additional credit from
high-rate sources. In contrast, theory suggests
that unrationed borrowers generally would not
find high-rate credit to be beneficial. We further
discuss whether they understand the products
and deliberate in their decisions. These findings
help inform the discussion of the policy issues in
these markets.

A. Borrower Characteristics

Tables 2–4 include information about the
users of pawn loans, payday loans, and vehicle
title loans using data from the 2015 National
Financial Capability Study by the FINRA
Investor Education Foundation. Table 2 includes
the demographic characteristics of the borrowers.
Table 3 includes borrowers’ use of other sources
of consumer credit. The focus of both tables is
whether borrowers exhibit the characteristics of
rationed consumers, or those which economic
theory predicts rationally use small-dollar credit
products. Demographic and economic character-
istics for cash installment loan borrowers are not
included because no borrower-specific data are
available for cash installment loan borrowers.

Table 4 includes the use of each credit prod-
uct. The question regarding the reason for
using a small-dollar credit product rather than
a bank loan is from the 2011 FDIC Unbanked/
Underbanked CPS Supplement, which did
not include vehicle title loans. The questions
regarding the purpose and alternatives of use
are from the Pew reports, which do not include
pawn loans.

Relative to those who do not use small-dollar
credit products, the users of pawn, vehicle
title, and payday credit are disproportionately
younger, lower income, more likely to be in a
life-cycle stage with children in the household,
and more likely to experience credit constraints.
Their life-cycle and income characteristics are
consistent with being credit constrained. They
heavily use mainstream credit and experience
or perceive credit rationing by creditors. In
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TABLE 2
Demographics of Consumer Credit Users, By Product

Pawn Loan
Customers

Vehicle Title
Loan Customers

Payday Loan
Customers

No High-Rate
Products

Age
18–24 years old 14% 15% 14% 9%
25–34 years old 26% 33% 31% 15%
35–44 years old 22% 22% 23% 15%
45–54 years old 20% 15% 16% 19%
55–64 years old 13% 9% 11% 19%
More than 65 years old 5% 6% 6% 22%
Life cycle
<45, married, has children 33% 45% 40% 22%
<45, married, no children 1% 1% 1% 1%
<45, not married, no children 3% 3% 3% 2%
>45, married, has children 10% 11% 9% 17%
>45, married, no children 8% 10% 8% 33%
>45, not married, no children 14% 8% 11% 15%

Any age, not married, has children 31% 22% 29% 11%
Approximate annual household income ($1,000s)
Less than $15 21% 9% 13% 10%
$15–$24 19% 11% 14% 10%
$25–$34 16% 14% 15% 10%
$35–$49 16% 15% 16% 14%
$50–$74 16% 23% 21% 21%
$75 or more 12% 29% 22% 36%
Financial condition
Spending equal to or greater than income 73% 68% 71% 52%
Not difficult to pay bills 18% 33% 24% 56%
Had a large drop in income in last 12 months 44% 42% 43% 17%
Had an emergency fund 22% 44% 33% 53%

Source: The 2015 National Financial Capability Study by the FINRA Investor Education Foundation in consultation with the
U.S. Department of the Treasury and President Obama’s Advisory Council on Financial Capability.

TABLE 3
Consumer Credit Use, By Product

Pawn Loan
Customers

Vehicle Title
Loan Customers

Payday Loan
Customers

No High-Rate
Products

Use of other sources of consumer credit (within household)
Has an auto loan 30% 52% 42% 30%
Has a student loan 42% 52% 52% 23%
Has a credit card 56% 80% 73% 83%

Credit card experience (percent of cardholders)
Carried a balance 65% 57% 64% 43%
Made a minimum payment 63% 52% 61% 25%
Paid a late fee 39% 34% 40% 8%
Paid over limit fee 27% 31% 34% 3%
Obtained a cash advance 35% 34% 36% 6%

Alternative credit sources in last 12 months (within household)a

Applied for credit from credit card, personal
loan, or line of credit from bank

17% 24% 19% 9%

Rejected or given less than desired 9% 7% 11% 2%
Didn’t apply for fear of rejection 25% 18% 26% 4%

aThis data for alternative credit sources in the last 12 months is from the June 2017 CPS Unbanked/Underbanked Supplement.
Respondents are asked if anyone if the household has borrowed from a pawnshop, vehicle title lender, and payday lender in
separate questions. Respondents who answered, “Yes” are considered customers of these industries. The data for comparison in
column four is for all American adults.

Source: The 2015 National Financial Capability Study by the FINRA Investor Education Foundation in consultation with the
U.S. Department of the Treasury and President Obama’s Advisory Council on Financial Capability.
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TABLE 4
Customer’s Use of AFS Products

Percent of
Pawn Loan
Customers

Percent of
Vehicle Title

Loan Customers

Percent of
Payday Loan

Customers

Reasons for use rather than banka

Easier and faster to qualify than bank 42% 41%
Banks do not make small-dollar loans 18% 20%
Do not qualify for a bank loan 17% 15%
More convenient hours or location 11% 12%
Feels more comfortable than a bank 2% 1%
Do not trust banks 1% 1%
Other 9% 8%

Purpose of useb

Recurring expenses 52% 69%
Unexpected/emergency expense 25% 16%
Something special 17% 8%
Other 4% 5%

Alternatives to useb

Cut back on expenses 81% 76%
Delay paying some bills 62% 51%
Borrow from family/friends 57% 55%
Sell/pawn personal possessions 57% 52%
Get loan from bank/credit union 44% 55%
Use a credit card 37% 34%
Borrow from employer 17% 23%

aThe 2011 FDIC Unbanked/Underbanked CPS Supplement includes the question regarding reason for AFS use rather than a
bank, but does not include title loans.

bThe purpose of use and alternatives to use questions are from the 2012 Pew Payday Lending Report and 2015 Pew Auto
Title Lending Report.

summary, they exhibit characteristics consistent
with those of the rationed consumer. We describe
the characteristics of the borrowers and the liter-
ature associated with these borrowers separately
for each credit market below.

Pawn Loan Borrowers. Until the 2009 FDIC
Unbanked/Underbanked Supplement to the
CPS, there were no nationally representative
customer-specific data for pawn borrowers.
Prior to the availability of these data, author
surveys by Johnson and Johnson (1998) and
Caskey (1991, 1994, 1997) were the primary
sources of demographic information on pawn
borrowers. While their surveys are not nationally
representative, these scholars laid the founda-
tion on which the modern understanding of the
pawn borrower is built. More recently, Avery
and Samolyk (2011) clarify the modern under-
standing of the pawn borrower using the 2009
CPS supplement. Additionally, Bos, Carter, and
Skiba (2012) use the administrative records of
a large national payday lender, consisting of 9.5
million loans made in Florida and Texas from
roughly 1995 to 2004, to describe not only the
demographic characteristics, but also the items
pawned, loan-to-value ratios, and more.

The findings from these studies form the
mosaic of what we know about the typical
American pawn borrower. Pawn borrowers,
compared to average Americans, are more likely
to be male, non-White, young, unmarried, less
educated, and to have children in the household.
Furthermore, they are disproportionately likely
to be low-income, unemployed, disabled, and
renters rather than owners of their homes.

As shown in Tables 3 and 4, pawn borrow-
ers are often in worse financial condition than
individuals who do not use small-dollar credit
products (measured by spending-to-income ratio,
difficulty paying bills, experiencing a large drop
in income, and access to an emergency fund).
They are also more likely to experience or per-
ceive credit rationing than those who do not use
small-dollar credit products. Pawn borrowers’
characteristics presented in the tables, and those
found by the scholars mentioned previously, are
consistent with those of rationed consumers as
described by Juster and Shay (1964).

Pawn borrowers are often in worse financial
condition than those who use vehicle title loans
or payday loans. They have lower incomes, more
difficulty paying bills, less access to emergency
funds, and higher spending relative to income
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than vehicle title and payday borrowers. Pawn
borrowers are also less likely to use auto loans,
student loans, and credit cards than vehicle title
and payday borrowers.

According to data from the 2011 supplement
to the CPS presented in Table 4, 59% of pawn
borrowers do not qualify or find it too difficult
and slow to qualify for a bank loan. Another
18% patronize pawnshops because banks do not
offer small-dollar loans. Moreover, 14% of pawn
borrowers find pawnshops more convenient,
comfortable, or trustworthy than banks. Thus,
pawn loan borrowers are not typically customers
of more mainstream credit institutions because
of their poor credit histories, unique needs for
small-dollar credit, or personal preferences for
pawnshops.35

Vehicle Title Loan Borrowers. The 2015 National
Financial Capability Study paints a nationally
representative picture of vehicle title borrowers,
the data from which are presented in Tables 3
and 4. However, the nationally representative
data for these borrowers are only recently avail-
able, and much debate in the earlier academic
literature surrounds who uses vehicle title loans
and for what purpose. Zywicki (2010) classi-
fies vehicle title loan borrowers as belonging to
one of three categories: small business owners
in need of short-term working capital, moderate-
income borrowers with poor credit histories, and
unbanked and/or low-income consumers.36

35. Pawnshops have been criticized by some scholars and
journalists as providing a means by which criminals sell stolen
property. Glover and Larrubia (1996), Hammond (1997), and
Fass and Francis (2004) use pawn records from three unique
cities and note that the most prolific pawners are more likely
to have criminal records, often related to burglary, theft, or
a related offense. Furthermore, d’Este (2014) uses fluctua-
tions in gold prices as a quasi-natural experiment to show the
number of pawnshops in a county is positively related to the
number of larcenies and burglaries in the same county but not
to other crimes. Because of this concern, many jurisdictions
require pawnshops to regularly report pawned items to local
law enforcement and restrict the immediate sale of items pur-
chased by pawnbrokers. Moreover, the pawnbrokers risk los-
ing the collateral if it is identified as stolen and even criminal
prosecution if it can be proven that the pawnbroker knowingly
accepted stolen property. According to the National Pawnbro-
kers Association (NPA), less than one-half of 1 % of pawned
merchandise is identified as stolen.

36. Small business owners, like landscapers and painters,
might pawn the title of their vehicle to pay for materials
needed for a job or to make payroll between customer pay-
ments. Zywicki (2010) cites industry claims that small busi-
nesses constitute 25–30% of their vehicle title loan borrow-
ers. Lender surveys of over 1,000 title loan borrowers in New
Hampshire, New Mexico, Kansas, Virginia, and Oregon show
that 20% are small business owners. Additionally, Hawkins
(2012) finds in borrower surveys that 25% of borrowers report

There is some ambiguity in identifying rea-
sons for the use of fringe, or small-dollar nonbank
options. As Caskey (1994) explains,

Even some customers who use fringe “banks” (quotes
added) out of necessity could be discretionary users
from another perspective. Although they might have
no short-run alternatives to fringe “banks,” this situ-
ation could be a result of earlier choices. A customer
who, for example, squanders his paycheck on non-
necessities may need to turn to a pawnshop later in
the month to help pay the rent. (p. 78)

Zywicki (2010) cites the claims of the Amer-
ican Association of Responsible Auto Lenders
that the typical borrower has a household
income of more than $50,000 annually. Citing
a study prepared for the New Mexico legisla-
ture, Zywicki (2010) also argues that 30% of
individual borrowers in New Mexico make more
than $50,000 per year, and 41% earn between
$25,000 and $50,000. Similarly, a study by the
state of Illinois found that 55% of borrowers earn
more than $40,000 annually, and over 30% earn
more than $50,000 annually. Therefore, Zywicki
(2010) claims that moderate-income borrowers
with poor credit histories are another class of
vehicle title loan borrower.

Martin and Longa (2011) and Martin and
Adams (2012) contest these claims. Citing
surveys of lenders in Albuquerque, NM, the
authors show the average annual income of
title loan borrowers ranges from $20,116 to
$27,719, which is far below the median income
in Albuquerque. Additionally, they cite an Illi-
nois regulators’ report from 1999 that the average
income for vehicle title loan borrowers in Illinois
is $19,808—far below the median income in
Illinois.37 Fox and Guy (2005) report that, on
average, title loan borrowers in Missouri earn
between $22,000 and $26,000 annually.38

being small business owners. Fritzdixon, Hawkins, and Skiba
(2014) find that 16% of title loan borrowers in Idaho, Georgia,
and Texas are self-employed, although only 6 % cited busi-
ness expenses as a reason for procuring a loan. The nationally
representative Pew (2015) report on vehicle title loans shows
that 13% of borrowers are self-employed. This is a few per-
centage points higher than the national average for all Ameri-
cans, which has been less than 10.5% since 2011 according to
the Bureau of Labor Statistics (BLS). However, only 5 % of
respondents in the Pew survey report borrowing for business
expenses.

37. Consumer Credit Division, Illinois Department of
Financial Institutions, Short Term Lending: Final Report,
23–25, http://www.idfpr.com/dfi/ccd/pdfs/Shorterm.pdf.

38. See Jean Ann Fox and Elizabeth Guy, Driven
into Debt: CFA Car Title Loan Store & On-Line Survey,

http://www.idfpr.com/dfi/ccd/pdfs/Shorterm.pdf


BOLEN, ELLIEHAUSEN & MILLER: CONSUMER PROTECTION AND SMALL-DOLLAR LOANS 15

Of the contributors to this debate surrounding
the income of the average vehicle title borrower,
none uses a nationally representative sample. The
nationally representative data in Table 2 show
that 52% of borrowers have an annual household
income exceeding $50,000. Furthermore, vehicle
title loan borrowers are equally likely to have
incomes below $25,000 as individuals who use
no small-dollar credit products.39

While the debate over whether vehicle title
loan borrowers are moderate income is, at least
partially, semantics, Table 2 shows that vehicle
title loan borrowers have higher incomes than
pawn and payday borrowers. They are also more
similar to the average American in education,
employment status, marital status, home owner-
ship, and race/ethnicity than pawn and payday
borrowers.40 Demographic differences between
vehicle title loan borrowers and borrowers of
other alternative credit products likely result from
the requirement for car ownership and the lack of
a requirement for a bank account, which payday
loans require.

Despite some similarities to those who do
not use small-dollar credit products, vehicle title
borrowers are more likely to express difficulty
paying bills, experience a recent and large drop
in income, and spend more relative to income
than those who do not use small-dollar credit
products. They are also less likely to have an
emergency fund than those who do not use small-
dollar credit products. Vehicle title borrowers
are more likely to have auto loans, student loans,
balances on their credit cards, and constraints
on credit from mainstream sources, as shown in
Table 3. Therefore, despite being in better finan-
cial condition and facing fewer credit constraints
than pawn and payday borrowers, vehicle title
loan borrowers also exhibit the characteristics of
a rationed consumer.

Table 4 shows the purpose of use, and alterna-
tives to use, of vehicle title loans from the 2015
Pew auto title lending report. According to the
Pew report, 52% of vehicle title loan borrowers
use the funds to pay recurring expenses. Unex-
pected/emergency expense is cited by 25% of

Consumer Fed., https://www.texasfairlending.org/wp-
content/uploads/2013/01/2005-Consumer-Federation-of-
America.-Car_Title_Loan_Report_111705.pdf

39. Source: The 2015 National Financial Capability
Study by the FINRA Investor Education Foundation in con-
sultation with the U.S. Department of the Treasury and Pres-
ident Obama’s Advisory Council on Financial Capability.

40. Data from 2015 National Financial Capability Study
and the 2017 FDIC Supplement to the CPS support these
claims but are not included in the table in order to save space.

borrowers and “something special” is cited by
17% of borrowers as the reason for borrowing.
Gift and medical expenses are cited as reasons for
borrowing by 13% and 8% of survey respondents,
respectively.41

If vehicle title loans were not an option,
81% of respondents indicate that they would
cut back on expenses. However, most respon-
dents also report that they would borrow money
from another source, including family/friends, a
bank/credit union, a credit card, or an employer.
Furthermore, 57% would sell/pawn their posses-
sions, and 62% would delay paying bills, which
can result in a late fee. These responses make
clear that vehicle title loan borrowers are aware
of alternative credit options and, without the vehi-
cle title credit, would likely resort to another form
of credit.

Payday Loan Borrowers. According to the data
presented in Table 2, payday borrowers are
younger, lower income, more likely to have
children in the household, and in worse financial
condition than those who do not use small-dollar
credit products. Table 3 shows that, relative to
those who do not use small-dollar products,
payday borrowers are more likely to have an auto
loan, a student loan, a credit card balance, and
credit constraints from mainstream credit insti-
tutions. Like pawn and vehicle title borrowers,
payday borrowers exhibit the characteristics of
rationed consumers.42

Borrowers in the payday lending industry
often lack alternative credit options. Payday bor-
rowers are four times more likely than are all
adults to have filed for bankruptcy (Elliehausen
2009). According to a survey of payday loan
borrowers by Elliehausen (2001), 75% had been
turned down for credit or received less credit than
they applied for in the past five years. Dobbie
and Skiba (2013) show that payday borrowers are
credit constrained, consuming 39–44 cents per
dollar of additional credit compared with 10–14

41. Fritzdixon, Hawkins, and Skiba (2014) similarly find
that rent/mortgage, utilities, and car repair are the most com-
monly cited reasons for obtaining a vehicle title loan in their
survey of borrowers from Texas, Idaho, and Georgia.

42. Caplan, Kindle, and Nielsen (2017) note that descrip-
tive statistics might be misleading regarding which character-
istics increase the likelihood of an individual using a payday
loan. After controlling for other characteristics, the authors

find that payday borrowers are not more likely to be female,
younger, unmarried, Hispanic, or low income as the literature
suggests. They are, however, more likely to be African Amer-
ican, lack a college degree, rent rather than own their home,
and receive social assistance.

https://www.texasfairlending.org/wp-content/uploads/2013/01/2005-Consumer-Federation-of-America.-Car_Title_Loan_Report_111705.pdf
https://www.texasfairlending.org/wp-content/uploads/2013/01/2005-Consumer-Federation-of-America.-Car_Title_Loan_Report_111705.pdf
https://www.texasfairlending.org/wp-content/uploads/2013/01/2005-Consumer-Federation-of-America.-Car_Title_Loan_Report_111705.pdf
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cents for the typical credit card user. Using the
2008 tax rebate as a natural experiment, Bertrand
and Morse (2009) find a persistent decline in pay-
day borrowing following a tax rebate among a
large portion of borrowers who borrow from pay-
day lenders to bridge infrequent, unexpected gaps
between pay periods.

For many borrowers, credit constraints force
them to patronize payday lenders rather than
banks. According to the data from the 2011 CPS
Unbanked/Underbanked Supplement presented
in Table 4, more than 50% of payday loan users
(more than 69% for unbanked users) patronized a
payday lender because they did not qualify for a
bank loan or because the qualification process for
payday lenders was easier. Approximately 20%,
however, use payday loans because their banks
simply do not provide small-dollar loans. Addi-
tionally, 13% responded that payday loan loca-
tions are more convenient than banks.

Also in Table 4, the 2012 Pew survey shows
that 24% of borrowers use payday loans to cover
a special or unexpected expense, while 69%
borrow to finance recurring expenses, such as
rent and utilities.43 When asked about alterna-
tives if payday loans were unavailable, 81%
of respondents stated they would cut back on
expenses. Most respondents indicate that they
would borrow from another source including
family/friends, a bank/credit union, a credit card,
or an employer. Furthermore, 62% said they
would delay paying some bills, which can result
in a late fee. Other common alternatives for pay-
ing bills absent access to payday loans include
bouncing checks and bank overdraft loans, both
of which might be costlier than finance charges
on a payday loan. Morgan, Strain, and Seblani
(2012) show that payday loan access decreases
the number of bounced checks. Paying late fees
on bills is another alternative to payday loans.
Desai and Elliehausen (2017) show that bans on
payday loans increase delinquencies, albeit by
small amounts.

Cash Installment Loan Borrowers. Although
small-dollar cash installment loans have existed
for a century, scant academic research exists
on this market, especially recently. The biggest
obstacle to studying this market has been access
to data. Researchers have typically relied on

43. See the Pew report titled, “Payday Lending in Amer-
ica: Who Borrows, Where They Borrow, and Why,” available
at https://www.pewtrusts.org/-/media/legacy/uploadedfiles/
pcs_assets/2012/pewpaydaylendingreportpdf.pdf.

surveys to study this traditional cash install-
ment loan market (Durkin and McAlister 1977;
Miller 2015). The last comprehensive study of
the cash installment lending market was the
National Commission on Consumer Finance
(1972). Until 2017, the most recent study of this
market was Durkin and McAlister (1977), who
study the cash installment lending industry in
Texas. While the raw data with which to populate
Table 2 are unavailable, Durkin and McAlister
find that roughly 77% of borrowers in Texas and
38% of borrowers at six nationwide companies
have incomes below $36,749 in 2015 dollars.
Roughly, 5.7% of borrowers in Texas and 29% of
borrowers at six nationwide lenders had incomes
above $55,133 in 2015 dollars.44

Recently, the American Financial Services
Association (AFSA), the trade association for
the cash installment loan industry, collected
data from its members on their loan portfolios.
Durkin, Elliehausen, and Hwang (2017) provide
an overview of the AFSA data set. These data
do not provide borrower-specific information
with which to populate Tables 3 and 4. How-
ever, Durkin, Elliehausen, and Hwang report
that findings from the AFSA survey are con-
sistent with the rationed borrower theory of
Juster and Shay (1964). That is, the borrowers
in the AFSA survey are unable to obtain all
their credit from banks or other primary lenders.
Durkin, Elliehausen, and Hwang report that more
than 85% of the loans are subprime, based on
credit scores.

B. Evidence on Decision Processes for
Small-Dollar Credit Use

A few researchers have used survey methods
to study consumers’ decision processes for use
of small-dollar credit. The most extensive data
on decision processes are for payday loans, but
limited data are also available for cash installment
loans, pawn loans, and vehicle title loans.

Small Consumer Finance Loan Decisions. In
1972, Durkin (1975) conducted a study of
consumers obtaining very small high-rate cash
installment loans in Texas.45 The maximum loan
size for these loans was $100 (about $600 in

44. We adjusted the income numbers from Durkin and
McAlister (1977) using CPI data from June 1970 and June
2015 made available by the Federal Reserve Bank of St.
Louis.

45. Durkin’s work was part of the full report of the
National Commission on Consumer Finance. Chapter 301-
F, subchapter 201; formerly Article 3.16 loans. Durkin and

https://www.pewtrusts.org/-/media/legacy/uploadedfiles/pcs_assets/2012/pewpaydaylendingreportpdf.pdf
https://www.pewtrusts.org/-/media/legacy/uploadedfiles/pcs_assets/2012/pewpaydaylendingreportpdf.pdf
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constant 2018 dollars), and the maximum term
to maturity was 6 months. Data were from lender
files and a borrower survey.

The most frequently cited reasons for using
these loans were to pay old bills or consoli-
date debts, pay medical expenses, and purchase
or repair an automobile. Together, these three
responses accounted for nearly 40% of reported
reasons. Other responses included paying util-
ity bills, purchasing food, and paying taxes or
insurance. As an unplanned expense or reduction
in income at the beginning of the month could
trigger a shortfall of funds for recurring expenses
later in the month, respondents might report a
proximate event as the reason for borrowing.
Thus, attributing credit use for regular expenses
to improvidence is not necessarily appropriate,
especially for consumers whose moderate means
cause them to live from paycheck to paycheck.46

Regardless of the underlying problem, these
responses suggest that many borrowers faced
an urgent need for funds, a circumstance that
research indicates is associated with limited
decision processes (Blackwell, Miniard, and
Engel 2006).

Information from lender files included the
APR and finance charge, which, when compared
with reported values from the survey, permit-
ted an assessment of the awareness of credit
costs. Only 2% of borrowers were able to report
an interest rate that indicated that they were
aware of the APR. Nearly a third of borrowers
reported rates that were too low, and the remain-
ing borrowers were unable to provide an APR.
In contrast, two-thirds of borrowers reported a
finance charge that indicated that they were aware
of the charge. Thirty-eight percent reported the
exact amount of the finance charge; another 8%
reported an amount that was close (plus or minus
20%) to the exact amount; and 20% reported
an accurate finance charge for a different con-
tract (which might have been a refinancing that
occurred between the sampling and interview
dates) or a generalized price (e.g., $34 per $100
borrowed for 6 months).47 Nearly all of the

McAlister (1977) provided a similar analysis of borrowers
obtaining larger, Chapter 342-E, subchapter 201, consumer
finance loans.

46. The Pew (2012) report on payday loans states that
“most borrowers use payday loans to cover ordinary living
expenses over the course of months, not unexpected emer-
gencies over the course of weeks.” It is possible, therefore,
that some borrowers experience income disruptions that cause
insufficient cash flow to cover ordinary living expenses.

47. Similarly, in a survey of installment borrowers, Levy
and Sledge (2012) find that 32% report that installment loans

remaining one-third said that they did not know
the finance charge or reported amounts that were
too high or too low.

The relatively high level of awareness of the
dollar finance charge suggests that many con-
sumers might have considered the finance charge
in their credit decision.48 Even if they did not
use information on finance charges to shop for
credit, concluding that these consumers made
uninformed decisions does not seem tenable.49

The lack of awareness of APR suggests that these
consumers were unlikely to have used the APR in
making their decisions.50

Well more than half of borrowers were aware
that cash installment loans from finance com-
panies were more expensive than bank loans.
The decision to borrow from a finance company
apparently was often influenced by consideration
of credit availability. Of the borrowers who said
that cash installment loans were more expensive
than bank loans, about half reported that they
borrowed from a finance company because they
could not get a similar loan from a bank. Nearly
a fourth of borrowers reported that they had actu-
ally been turned down by a bank or finance com-
pany in the past 5 years.

Consumers obtaining very small cash install-
ment loans generally evaluated their purchase
decision positively. When asked, 85% of bor-
rowers said that the loan was worth it. Most
borrowers gave reasons related to the need for
funds as the reason for their satisfaction. Of those

were more or less expensive than they expected, implying
that the majority of borrowers found their expectations were
accurate.

48. Consumers using very small, short-term consumer
finance loans had a greater level of awareness of the finance
charge than consumers using mainstream credit, which
involve larger dollar amounts and shorter terms to maturity
than small consumer finance loans. In another study for the
National Commission, Day and Brandt (1973) found that a
little more than half of consumers using mainstream credit
products were able provide estimates of the finance charge.

49. The Pew (2012) report on payday lending states that
their findings raise concerns about the market’s ability to pro-
vide clear information to enable borrowers to make informed
decisions. The Department of Defense (2006) criticizes small-
dollar lenders for obfuscating the costs of their products rel-
ative to alternative products. Similarly, Bar-Gill and Warren
(2008) suggests that payday loans can impose substantial
costs on borrowers who are imperfectly informed.

50. Durkin (1975) hypothesized that respondents might
have disregarded the APR as unimportant because they did
not understand APRs and saw no relationship between the
APR and the finance charge. APRs for small, short-term loans
magnify the influence of high operating costs, which are
largely independent of the loan amount or term to maturity.
APRs are generally very high even when the finance charges
are small. See Mors (1965) or Durkin and Elliehausen (2018)
for discussion.
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who said that the loan was not worth it, about half
cited the high price as the reason for dissatisfac-
tion. Seventeen percent of dissatisfied borrowers
reported difficulty getting out of debt as the
reason for dissatisfaction, but these borrowers
accounted for just 3% of all borrowers.

The practice of renewing existing loans has
been controversial. Small-dollar lenders are
accused of forcing renewals on borrowers by
high-pressure sales practices or requiring repay-
ment in a period shorter than the borrower can
afford.51 Durkin (1975) found that renewals were
common among very small cash installment bor-
rowers in Texas. Borrowers who renewed loans
almost universally reported a desire for more
cash was a reason for renewing. Only a small
percentage of borrowers mentioned loan man-
ager persuasion as a factor in their decision to
renew. The data provide little evidence that loan
contract terms were intended to make loans
unaffordable. Nearly all loans had maturities that
result in minimum or near-minimum payments
for a given loan size. Three-fourths of consumers
assessed the payment size on their renewals as
about right.52

More recent data from an Internet survey
examined the issue of renewals for several
small consumer finance products (Levy and
Sledge 2012).53 Most cash installment loan users
appeared to be aware of their ability to repay
the debt. About three-fourths of respondents
who had a cash installment loan reported that
they repaid the loan by the end of the original
term, and by far most said that they took about
the expected time or less to repay their loan.
However, a considerable percentage of cash
installment loan users renewed or refinanced
their loans, and a little less than one-fifth of
respondents who had cash installment loans
reported that they took longer than the expected
time to repay the loan.

51. See the concerns voiced by the CFPB in the final
payday, vehicle title, and high-rate cash installment loan rule
that short-term lenders have developed business models that
fail to assess borrowers’ ability to repay. The report in support
of the MLA by the Department of Defense (2006) also claims
that loans are not made on the basis of borrowers’ abilities
to repay. The Pew reports on vehicle title lending (2015) and
payday lending (2012) express similar criticisms.

52. A larger share of new borrowers (82.0%) assessed the
payment size on their loan as about right.

53. Interviews were conducted with 1,000 respondents
who had household incomes less than $75,000 and who used
a small-dollar credit product in the past 12 months. What
constituted a renewal and the expected time taken to repay
the loan were self-defined by the respondent. For discussion
of ambiguities in defining these events, see Mann (2013).

In sum, many cash installment loan borrowers
appeared to be knowledgeable about the cost
of such credit and provided some evidence
of thoughtfulness. Most borrowers used small
consumer finance loans because they had an
urgent need and believed that they did not have
better alternatives. They were aware of the
finance charge and were thereby able to make
informed decisions on this dimension, regard-
less of whether they shopped or had alternative
sources of credit. As the loan term is short,
the finance charge (an undiscounted sum of
scheduled interest payments) is an appropriate
measure of cost. The time value of money has
a negligible effect in estimating the net benefit
of using short-term credit to relieve an urgent
need.54 Borrowers generally evaluated their
decisions positively, saying that the loan was
worth it because it provided needed funds.55

Payday Loan Decisions. Elliehausen and
Lawrence (2001) surveyed a representative
sample of payday loan borrowers at companies
belonging to the storefront payday industry trade
association. These companies operated about
half of all offices of companies offering payday
loans at that time. The survey results indicate that
consumers often used payday loans to address
urgent needs. Nearly two-thirds of payday loan
borrowers reported that they obtained their most
recent new advance (not renewal) because of an
unexpected expense or shortfall in income.

Like the cash installment loan borrowers, pay-
day loan borrowers were generally aware of
finance charges but not APRs. Based on rates
available in the market, 95.7% or more payday
loan borrowers reported a finance charge for their
most recent payday loan that can be considered
accurate.56 In contrast, only 20% of borrowers
were able to report an accurate APR, although

54. For discussion of the use of the finance charge as
a measure of the costs of short-term loans, see Durkin and
Elliehausen (2018).

55. Evidence on closed-end credit users’ search behav-
ior was broadly similar between 1977 and 1997. However,
reported searching for APR information was greater in 1997
than two decades earlier (perhaps due to greater familiar-
ity with Truth in Lending disclosures). See Durkin and
Elliehausen (2018, chapter 7). These findings are for a larger
set of credit users than the small high-rate consumer finance
borrower set interviewed in Durkin (1975), but the broad sim-
ilarity in these consumers’ behavior in the years between 1977
and 1997 suggests that Durkin’s (1972) findings could still be
relevant.

56. Because actual finance charges and APRs were not
known, consumers’ knowledge of costs was assessed based
on awareness zones, a well-established practice for assessing
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by far most borrowers recalled receiving infor-
mation on the APR. That payday loan borrowers
are aware of finance charges but not the APR in
their decisions suggests that they primarily con-
sider the finance charge in making their payday
loan decisions. Again, as payday loans are short
term, the finance charge is an appropriate mea-
sure of the price of such credit.57

Bertrand and Morse (2011) conducted an
experimental study of the effect of supplemen-
tal dollar finance charge and APR disclosures
on payday loan use by borrowers of a large,
multistate payday lender. The finance charge
disclosure presented total finance charges for
continuous payday loan and credit card use over
several time periods. The APR disclosure pro-
vided median APRs for several different types of
credit. Both disclosures were generic. They were
not specific to the borrower’s circumstances.
The dependent variable was a dummy variable
indicating whether the borrower obtained a
payday loan during the borrower’s pay cycle,
which was based on the company’s adminis-
trative data. Their statistical analyses indicated

awareness when actual values are not available (see Durkin
2000). An awareness zone is a range of finance charges or
APRs that are available in the market. Respondents who
report a value that falls within the awareness zone are classi-
fied as aware. Elliehausen and Lawrence (2001) used a range
of ceiling rates per $100 of credit and reported the dollar loan
amount to calculate narrow and somewhat wider awareness
zones for payday loan finance charges and APRs.

57. The convention of stating interest rates on an annual
basis is generally appropriate for long-term loans (term to
maturity of 1 year or more) with regular scheduled periodic
payments, but whether an annualized rate is appropriate for
short-term loans is questionable. The usual approach for
annualizing short-term rates assumes a series of periodic
renewals for the entire year, but this assumption does not
reflect the typical behavior of consumers using short-term
credit. Consumers generally do not owe short-term debts for
an entire year. Theorists have recognized this consideration.
Marshall (1920), for example, argued that annualizing interest
charges on short-term credit does not make sense:

… there are men in London, and Paris, and proba-
bly elsewhere, who make a living by lending money to
costermongers. The money is often lent at the begin-
ning of the day for the purchase of fruit, etc., and
returned at the end of the day, when the sales are over,
at a profit of ten per cent: there is little risk in the trade,
and the money is seldom lost. Now a farthing invested
at ten per cent a day would amount to a billion pounds
at the end of the year. But no one can become rich by
lending to costermongers; because no one can lend
much in this way. (p. 488).

Neither the annualized interest charges cited by Marshall
(£1 billion) nor the annualized rate of interest (3,650%) for
such lending seem very useful.

that receipt of the supplemental dollar finance
charge disclosure was consistently associated
with less payday borrowing (about 11%). The
supplemental APR disclosure generally had a
smaller effect than the finance charge disclo-
sure and was not statistically significant. These
findings are consistent with the conclusion that
the consumers consider finance charges but not
APRs in their payday loan decisions. Whether
the supplemental finance charge disclosure
improved borrowers’ decisions is not known.58

Thirty-eight percent of borrowers reported
that they considered another source of credit
before obtaining their most recent payday loan,
and nearly all of that subset considered a depos-
itory institution or a finance company. That
payday loan borrowers considered these sources
is not surprising, since their ownership of a
checking account and relatively frequent use of
mainstream credit suggest that they are familiar
with these sources. In contrast, less than 1%
considered a pawnbroker, and 3% considered an
automobile title loan company. Thus, pawnbro-
ker and automobile title loans do not appear to
be very close substitutes to payday loans in the
minds of payday loan borrowers.

Although some payday loan borrowers con-
sidered other credit sources, many borrowers had
experiences that suggest that they would have
had difficulty obtaining mainstream credit. Con-
sumer survey data analyzed by Elliehausen and
Lawrence (2001) found that nearly three-fourths
of payday loan borrowers had been turned down
or received less credit than they requested in the
previous 5 years. Fifteen percent of borrowers
had filed for bankruptcy in the previous five
years, and a fourth of borrowers had a delin-
quency of 60 days or more on a mortgage or
consumer credit in the previous year. Examining
merged payday lender/credit bureau data, Bhutta,
Skiba, and Tobacman (2015) found that shopping
for and failing to obtain mainstream credit surged
around the time of payday loan applications.

A little more than half of payday loan bor-
rowers have bank credit cards (Elliehausen
and Lawrence 2001). Of the borrowers with
bank credit cards, more than half said that they
refrained from using a bank card in the past
year because their credit limit would have been
exceeded. Analyses of databases containing

58. Bertrand and Morse also tested a supplemental dis-
closure that provided generic distribution information on the
frequency of renewals. This supplemental disclosure also had
a small effect and was not generally statistically significant.
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merged payday loan company and depository
institution records suggest that some consumers
might have had sufficient available credit or
bank deposits to avoid more costly payday loans
(Agarwal, Skiba, and Tobacman 2009; Carter,
Skiba, and Tobacman 2011).59 In Bhutta, Skiba,
and Tobacman’s (2015) merged lender/credit
bureau database, nearly 90% of payday appli-
cants had no available credit on their credit
cards, and 90% had less than $300 of available
credit just before applying for a payday loan.
On balance, the data suggest that payday loan
borrowers have few alternatives.

Many payday loan borrowers surveyed by
Elliehausen and Lawrence obtained a small num-
ber of payday loans in the previous 12 months. A
little more than a third of payday loan borrow-
ers had four or fewer loans, and 17% had five to
eight payday loans in the past 12 months. Assum-
ing a 2-week average term for payday loans, these
borrowers had outstanding payday loans for at
most 2 or 3 months, respectively over the past
12 months. However, many other borrowers used
payday loans frequently. Twenty-three percent of
borrowers had 14 or more payday loans in the past
12 months. Again, assuming a two-week average
term, these high-frequency borrowers had out-
standing payday loans for 7 months or more over
the past 12 months.

The length of time borrowers need to repay
payday loans varies greatly. Whereas a little more
than a fourth of payday loan borrowers’ longest
sequence of consecutive loans (new loan and
renewals until the loan is paid off) was two weeks
(on average, one loan) or less, and 57% of bor-
rowers’ longest sequence of consecutive loans
was 6 weeks (about three loans) or less, some bor-
rowers had lengthy sequences. Nine percent of
borrowers had longest sequences of 9–13 weeks
(about four to six loans, on average), and 10%
had longest sequences of 14 or more weeks (more
than seven loans).

Obtaining a relatively large number of pay-
day loans during the year, renewing existing loans
frequently, and having long sequences are expen-
sive but not necessarily evidence of a problem.
Consumers living from paycheck to paycheck
can experience several unexpected emergencies
during a year, causing them to need funds more
frequently than initially expected. Such frequent

59. A strong precautionary saving motive provides one
explanation for simultaneous use of credit and liquid asset
holding (Katona 1975). Gross and Souleles (2002) have sug-
gested that consumers have a target utilization rate for credit
cards, which preserves a liquidity reserve of available credit.

payday loan use, however, might not have helped
some borrowers manage their finances, and might
have exacerbated the difficulties of others.

Elliehausen and Lawrence (2001) also ques-
tioned payday loan borrowers about their satis-
faction with their most recent payday loan. They
found that by far most borrowers were satisfied
with the loan. The most frequent reasons for
satisfaction were that the process was fast and
convenient and that needed funds were available
quickly. Of the 12% of borrowers who were dis-
satisfied, 62% cited the high price as the rea-
son for dissatisfaction. Difficulty of getting out
of debt (which might indicate that borrowers did
not understand that the product is designed for
short-term use) and lack of information about
the product were rarely mentioned as reasons
for dissatisfaction.

One difficulty attributed to the payday product
is that its single-payment feature and relatively
high finance charge make repayment difficult.60

As a consequence, many consumers are believed
to underestimate the amount of time they will
need extinguish payday debt. Observations of fre-
quent renewals and long payday loan sequences
have been interpreted as evidence of an optimism
bias that causes borrowers underestimate the time
to repay payday loans.

For example, Skiba and Tobacman (2008)
find that over half of payday borrowers default
on a payday loan within a year of their first
loans, and often do so after having already paid
90% of the original loan’s principal in inter-
est alone. The authors describe payday borrow-
ers who default at moderate rates after some
costly delay as naïve quasi-hyperbolic discoun-
ters, meaning borrowers are present-biased and
falsely assume that their future selves will maxi-
mize today’s preferences.

A recent paper addressed this alleged diffi-
culty. Mann (2013) surveyed payday advance
borrowers of a large multistate payday lender at
the time of loan origination about their expecta-
tions about repaying the loan. He then compared
borrowers’ responses with their actual behavior.
Borrowers generally were not surprised when
they needed to renew a payday loan at maturity.
Most borrowers expected that they would con-
tinue borrowing after the initial loan and that
borrowing would continue for more than two
weeks beyond the original due date of the initial
loan. Borrowers predicted the final repayment

60. For example, see Pew Charitable Trusts (2013), Cen-
ter for Responsible Lending (2013), and CFPB (2013)
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date reasonably accurately. About 60% predicted
within one pay period when they would be free
of debt. Responses did not provide evidence of
an optimism bias in borrowers’ assessment on
their ability to repay loans. Prediction errors
were unbiased and were symmetric around an
average of about zero.

The Levy and Sledge (2012) survey also asked
respondents who used payday loans whether they
took the expected time to repay their payday
loan. A little more than two-thirds of respondents
reported that they took about the expected time or
less to repay their loan, and nearly a third reported
that they took longer than expected to repay their
loans. Again, most users of a small-dollar product
appear to be aware of their ability to repay the
loan, but a considerable minority borrows longer
than expected.

Conclusions about the payday loan decision
are similar to those about the cash installment
loan decision. Most borrowers used payday loans
because they had an urgent need and had few
alternatives. More than half of borrowers used
payday loans over relatively short time inter-
vals consistent with the design of the product,
although some had multiple renewals and long
payday loan sequences. Borrowers were aware of
the dollar cost of payday loans, and most assessed
the time it would take to repay accurately. By
far most borrowers evaluated their decision to
use payday loans positively, generally because
the process provided needed funds quickly and
conveniently. These findings suggest understand-
ing of the product and deliberation in payday
loan decisions, which are consistent with views
of rational behavior.

Vehicle Title Loan Decisions. Evidence on title
loan borrowers’ decisions is limited. Fritzdixon,
Hawkins, and Skiba (2014) interviewed over 450
borrowers of a title loan company in three states.
The interviews focused on three aspects of their
decision process: (1) overconfidence, (2) time
preference, and (3) limited decision processes.
Regarding overconfidence, they compared the
distribution of borrowers’ responses about
their expectations for the time they would take to
repay the loan completely with the distribution of
actual repayments in one of the states for which
data were available. Note that unlike Mann’s
(2013) payday study, Fritzdixon, Hawkins, and
Skiba (2014) do not observe the outcomes of
borrowers in their sample. Rather, they compare
responses to available aggregate data on the
distribution of the actual months to repay for

all title loan borrowers in the state. The authors
found that distributions of survey respondents’
months to repay and aggregate months to repay
for all borrowers were roughly similar. However,
the percentage of borrowers expecting to repay
in one month was lower (by 7 percentage points)
and the percentage of survey respondents expect-
ing to repay in six or more months was greater
(by 8 percentage points) than the percentages
of aggregate months to repay in these intervals.
Fritzdixon, Hawkins, and Skiba (2014) inter-
preted these findings as evidence that some title
loan borrowers are overconfident in their ability
to repay. They argued that the overconfidence
is “not severe” and concluded that “people are
relatively good at predicting their ability to
repay,” (p. 1042).61 These conclusions rely on
survey respondents from the title loan company
not differing systematically from the borrowers
of all of the companies in the three states, which
might not be the case if, for example, title loan
companies differ in their willingness to accept
risky applicants. Fritzdixon, Hawkins, and Skiba
(2014) also found that borrowers who previously
borrowed through a title loan company show
signs of learning about their repayment behavior
through experience. Expected 1-month and 6-or-
more-month repayment period percentages are
closer to aggregate months to repay for previous
borrowers than for new borrowers.

Next, regarding time preferences, Fritzdixon,
Hawkins, and Skiba (2014) asked questions
related to respondents’ time preferences between
receiving a smaller reward immediately and
a larger reward 1 month later, and consumers
were asked to respond what their current deci-
sion and their decision 6 months later would
be. Time-consistent choices would involve
taking immediate (or delayed) rewards both
currently and in six months. Two-thirds of
respondents’ choices were time consistent. That
is, they chose either the proximate or delayed
reward in both the immediate and 6-month
time frames. Impatient individuals choose the
proximate reward in both time frames, and
patient individuals choose the delayed reward
in both time frames. Whether patient (37%
of respondents) or impatient (30% of respon-
dents), time consistency is a feature of rational
inter-temporal choice in economics. Of the time-
inconsistent choices, present bias—choosing

61. This conclusion is consistent with Levy and Sledge’s
(2012) findings on the expected repayment experience of title
loan borrowers. About two-thirds of borrowers reported that
they repaid their title loan in the expected time or less.
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the proximate reward immediately and the
delayed reward in 6 months—has raised the
most concern.62 Present bias might lead an
individual to delay earlier plans to repay a title
loan when the loan matures and instead renew
the loan for another term. Nineteen percent of
respondents’ choices suggested that they were
present biased.63

Finally, Fritzdixon, Hawkins, and Skiba
(2014) discuss limited decision processes in title
lending. They noted a finding from the behavioral
literature that consumers often simplify the deci-
sion process by focusing on product features that
are most important to them. They observed that
advertisements emphasized ready availability of
funds and a quick and easy origination process.
These characteristics are ones that consumers
using other small-dollar loans cited as reasons
for satisfaction with their small-dollar loans.
Advertisements generally did not mention the
finance charge, APR, the time to repay the debt,
or that failure to repay will result in seizure of
the vehicle. While some observers (including
Fritzdixon, Hawkins, and Skiba) might attribute
the exclusion of these terms to shrouding, a more
straightforward explanation might be that firms
emphasize the terms that they believe will attract
borrowers when the amount of information
that firms can present to potential borrowers is
limited.64

Levy and Sledge’s (2012) survey suggests that
many title loan borrowers were not surprised by
the cost or time to repay. More than half of title
lender borrowers reported that the cost of the title
loan was about the expected amount or less; and,
as mentioned, by far most respondents repaid the
debt in about the expected time or less.

In sum, available evidence suggests that most
title loan borrowers’ decisions included behavior

62. The concern of Bar-Gill and Warren (2008), the Pew
reports on payday lending (2012) and vehicle title lend-
ing (2015), and others are primarily that borrowers might
misestimate their ability to repay and roll over loans fre-
quently. Critics interpret this behavior as irrational and
evidence of present-bias (or hyperbolic discounting). See
the discussion of hyperbolic discounting in Section II of
this paper.

63. Present bias could explain why some consumers
choose a closed-end installment loan over revolving credit.
The closed-end contract precommits them to a set schedule to
retire the debt. Otherwise, a present-biased consumer might
delay repaying the debt by repeatedly making only minimum
payments. For discussion, see Prelec and Loewenstein (1998).
Few studies have considered future bias (Takeuchi 2011).

64. Shrouding is intentional marketing that focuses con-
sumers’ attention on attractive-seeming product characteris-
tics and conceals important characteristics that might be detri-
mental. See Gabaix et al. (2006).

consistent with informed and thoughtful decision
processes. Vehicle title loan borrowers predict
their own repayment behavior reasonably well
and learn through experience about their own
behavior. Most borrowers’ preferences are not
present biased, which, if they were, would lead
them to mispredict their willingness to save over
the course of the month to repay the loan. And, as
they report that the cost of their title loan is about
the expected amount or less, title loan borrowers
appear to be aware of the cost of the loans.

Pawn Loan Decisions. Evidence on pawn loan
decisions is largely limited to borrowers’ assess-
ments of their ability to obtain needed funds from
other, less expensive sources. Johnson and John-
son (1998) surveyed 1,820 customers of nine
pawnshops in six different states. Many of their
analyses compared responses for three types of
customers: (1) active borrowers were consumers
who borrowed from a pawnshop in the previ-
ous 12 months, (2) inactive borrowers were con-
sumers who borrowed from a pawnshop some-
time in the past but not in the previous 12 months,
and (3) shoppers were consumers who never
borrowed from a pawnshop. That they recently
chose to borrow from a pawnshop suggests that
active borrowers likely would find borrowing
from mainstream lenders difficult. The shoppers
and much smaller inactive borrower categories
serve as comparison groups.

Johnson and Johnson (1998) found that
active borrowers were less likely than inactive
borrowers and shoppers to have risk-related
characteristics that would help them obtain credit
from mainstream lenders. Active borrowers had
smaller percentages of homeownership (26%
compared to 39% for inactive borrowers and
44% for shoppers), bank account ownership
(64% compared to 73% for inactive borrowers
and 81% for shoppers), and bank card holding
(27% compared to 42% for inactive borrowers
and 46% for shoppers).

Active borrowers were less successful than
inactive borrowers or shoppers in obtaining
credit. About a third of each type of customer
reported applying for credit in the previous
12 months. Half of active borrowers who
applied for credit were approved. Signifi-
cantly more inactive borrowers and shoppers
who applied for credit were approved (69% and
63%, respectively).

Successful efforts to borrow indicate that
active borrowers had greater difficulty in obtain-
ing low-rate mainstream credit. Customers were
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asked about the sources from which they had
obtained credit in the previous 12 months. Active
borrowers were more likely to have borrowed
from relatives or friends and cash installment
lenders, and less likely to have borrowed from
banks, than inactive borrowers and shoppers.
Like pawn loans, cash installment loans are also
high-rate credit products. Responses to Levy and
Sledge’s (2012) survey suggest that substantial
majorities of customers using pawn loans and
cash installment loans were not surprised by
the cost (81% and 74%, respectively, reported
that the loan was about the same or less than
they expected).

Levy and Sledge (2012) found that about 70%
of pawn borrowers redeemed pawned items in the
expected time or less. They also recorded a high
level of satisfaction with the pawn loan product
and found that only 10% of borrowers declared
that they would not use a pawn loan again.65

The limited available evidence for pawn
borrowers’ behavior indicates that borrowers
demonstrate an accurate understanding of their
alternative credit options. Pawn borrowers pre-
dict and attempt to constrain their own future
behavior. Furthermore, the majority of pawn
borrowers have accurate expectations for the
costs and time frame required for repayment.
Thus, pawn borrowers, like the other borrowers
already discussed, exhibit thoughtfulness and
understanding in their use of pawn credit.

VI. CONSUMER PROTECTION POLICY ISSUES

In the previous two sections, we observe that
pawn, vehicle title, payday, and installment bor-
rowers fit the description of those whom the
model predicts will benefit from small-dollar
cash credit access: early family life-cycle stage
with relatively high returns on household invest-
ments, but low levels of discretionary income or
liquid asset holdings. Furthermore, many con-
sumers using small-dollar credit products appear
to be, on balance, aware of features of the prod-
uct and exhibit some evidence of deliberation. A
minority of borrowers, however, fail to predict

65. Carter and Skiba (2012) recorded possible use of
precommitment to redeem pawned items. Using loan-level
data from a Texas pawnshop, they found that borrowers were
more likely to redeem items to which they were sentimentally
attached (such as wedding rings, class rings, heirloom jew-
elry) than other items. They argued that borrowers chose to
pawn sentimental items as a means of self-control, knowing
that their emotional attachment provides a strong incentive to
redeem the item.

their repayment behavior accurately, and expe-
rience frequent renewals and long small-dollar
credit life cycles. In this section, we examine
the current body of scholarly research that seeks
to assess benefits or harm from use of small-
dollar cash credit. We also discuss regulatory
approaches for improving consumer decisions.

A. Are Consumers Helped or Harmed by
Small-Dollar Cash Products?

John Caskey (2012) has argued that the “big
question” surrounding small-dollar cash loans is
whether these products “on net, exacerbate or
relieve customers’ financial difficulties,” (p. 1).
Evaluating how successfully scholars answer the
big question of the payday loan literature at
that time, Caskey reviewed the work of schol-
ars aimed at answering this question and con-
cluded that the literature did not provide a defini-
tive answer to the question. Scholars found con-
tradictory results, which led to different public
policy implications.

Since Caskey’s review, scholars have con-
ducted numerous studies attempting to assess
benefits or harm from small-dollar cash loans.
Although insights from many of these studies are
useful, Caskey’s big question is still unresolved.
Studies by Zinman (2010), Morgan, Strain, and
Seblani (2012), Morse (2011), Wilson et al.
(2010), Karlan and Zinman (2010), Edmiston
(2011), Bhutta (2014), Bhutta, Skiba, and Tobac-
man (2015), and Carter and Skimmyhorn (2017),
for example, find generally harmless, or positive,
welfare effects of payday loans. In contrast, stud-
ies by Carrell and Zinman (2014), Melzer (2011),
and Skiba and Tobacman (2019) find generally
negative welfare effects of payday loans.

While Caskey (2012) addresses the welfare
effects of payday loans, the big question sur-
rounding the welfare effects of pawn, vehicle
title, and installment loans is largely unanswered
in the literature on small-dollar cash lending,
which is considerably less developed than the
payday literature.66

The strongest research design for assessing
benefits and harm would be an experimental
design, where researchers could randomly grant

66. Though the pawn literature is largely silent on the
welfare effects of pawn loans, a few scholars address the
welfare effects of pawn loans to some degree in recent stud-
ies. Using Swedish pawn data, Bos, Le Coq, and van San-
ten (2016) find no evidence that borrowing from a pawnbro-
ker helped borrowers avoid arrears outside the pawn credit
market.
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access to pawn, vehicle title, payday, or install-
ment loans to applicants while randomly deny-
ing access to these products to other applicants
(and ensuring that they do not use a substitute
product). Then, researchers could observe vari-
ous financial welfare effects of these products.67

However, such studies are rarely feasible because
they require the participation of a lender and the
ability to restrict borrowers’ access to substitute
products from other lenders. The public policy
debate surrounding these products largely hinges
on quasi-experimental designs. A brief summary
of the major studies and their findings follows.

Welfare Effects of Payday Loans. To measure
the welfare effects of payday loan access, sev-
eral studies exploit state-level bans on payday
lending, whether explicit bans, or implicit bans
through interest rate caps below the threshold
necessary for payday lenders to operate prof-
itably. Zinman (2010) examines the 2006 imposi-
tion of a 150% APR interest rate cap in Oregon in
a quasi-experimental study of the effects of pay-
day loan access on borrowers. Using borrowers in
the neighboring state of Washington as a compar-
ison group, Zinman finds that the interest rate cap
reduced access to credit and worsened borrowers’
financial conditions, as measured by employment
and subjective assessments.

Morgan, Strain, and Seblani (2012) consider
changes to state laws in eight states and Washing-
ton DC to assess the effects of payday loan access
on borrowers. The authors assume changes in
payday loan laws are exogenous, an assump-
tion that the authors confess might be untenable,
thus limiting the authors’ abilities to make causal
claims. Using difference-in-differences regres-
sions, they find that payday loan access decreases
the number of bounced checks, increases Chapter
13 bankruptcy filings, and decreases borrower
complaints to the Federal Trade Commission
(FTC).68 They conclude that access to payday
loans provides access to a lower-cost alterna-
tive to over-drafting. Furthermore, because pay-
day loan access is associated with increased
Chapter 13 bankruptcy filings and decreased
complaints against lenders and collectors, the

67. Studying nonfinancial welfare measures is also help-
ful in determining the net welfare effects of payday loan
access. For example, Cuffe and Gibbs (2017) find payday loan
restrictions decrease liquor sales.

68. Morgan, Strain, and Seblani (2012) measure com-
plaints regarding harassment by lenders and debt collectors
using monthly data from calls to the FTC hotline (1-877-FTC
HELP) from January 1998 to December 2008.

authors speculate that payday loan availability
affords borrowers access to formal bankruptcy
rather than informal bankruptcy (i.e., where a
borrower just stops paying bills).

Using a regression discontinuity design to
identify individuals’ access to payday loans,
Skiba and Tobacman (2019) also find that access
to payday loans increases Chapter 13 bankruptcy
filings. As the consequences of filings depend on
individual circumstances, the authors acknowl-
edge that the welfare implications of increased
Chapter 13 bankruptcy filings “depend on
difficult-to-estimate parameters like private and
social net costs of bankruptcy filings,” (p. 26).

Comparing institutions located within states
with bans on payday lending, Melzer and Morgan
(2015) find that banks and credit unions that are
located further from bordering states that allow
payday lending reduce overdraft coverage lim-
its. Additionally, they present some evidence that
credit unions’ overdraft activities are more prof-
itable where payday loans are unavailable due
to distance from states allowing payday loans.
Both findings suggest that prohibitions on payday
lending decrease competition.

Melzer (2011) also uses the distance from
state borders where payday lending is available
as a measure of payday loan availability. He finds
that payday loan access leads to increased diffi-
culty paying a mortgage, rent, and utilities and
that payday loan access leads to more individuals
delaying medical and dental care.

Like Melzer (2011), Bhutta (2014) exploits
within-state variation in payday loan access due
to proximity to neighboring states that allow
payday lending. Bhutta’s analysis of credit
bureau data indicates that payday loan access
had little effect on consumers’ financial health,
as measured by credit scores, new delinquencies,
and the likelihood of overdrawing credit lines.
Using a regression discontinuity design, Bhutta,
Skiba, and Tobacman (2015) found that payday
loan borrowers had relatively low credit scores
before obtaining a payday loan, were experienc-
ing financial difficulties at the time they applied
for a payday loan, and returned to pre-payday
borrowing credit score levels after their payday
application. They observed this pattern for both
marginally approved and marginally rejected
applicants. Differences between marginally
accepted and marginally rejected applicants were
negligible.69

69. Edmiston (2011) finds that restricted payday access
forces individuals to seek more costly forms of credit and
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Carrell and Zinman (2014) use variations
in state laws and randomly assigned mili-
tary postings as a quasi-experiment to test the
effect of payday loan access on military perfor-
mance. The authors find that payday loan access
decreases military performance, as measured by
reenlistment eligibility and the occurrence of
Unfavorable Information Files. They find that
the negative effects of payday loan access are
strongest among first-term Air Force personnel
in nonfinancial occupations stationed in areas
with high rates of unemployment.

Alternatively, Carter and Skimmyhorn (2017)
find no adverse effects on military performance
resulting from payday loan access. In fact, their
results suggest that payday restrictions for mil-
itary members could adversely affect military
members. Carter and Skimmyhorn argue that, rel-
ative to Carrell and Zinman (2014), their study
has fewer data limitations, a more accurate mea-
sure of payday loan access (individual level rather
than aggregate data), more outcomes over several
time periods, and multiple identification strate-
gies. They find no evidence of the Department
of Defense’s claim in support of the MLA that
“predatory lending undermines military readi-
ness” (Department of Defense 2006, 9).

Zaki (2016) also uses examines the effects
of payday loan access using data from military
sources, but unlike Carrell and Zinman (2014)
and Carter and Skimmyhorn (2017), Zaki exam-
ines consumption behavior rather than military
readiness. She uses the payday loan restrictions of
the MLA as a quasi-experiment in which military
personnel lost access to payday loans in Octo-
ber 2007. Using sales data from on-base grocery
and department stores, the author finds that pay-
day loan access relieves liquidity constraints by
allowing military personnel to smooth food con-
sumption between paychecks. Although, payday
loan access also leads to more alcohol and elec-
tronics purchases. She concludes that there might
be significant heterogeneity in the population,
meaning some individuals are present-biased,
although a significant portion of the population
is forward-looking and self-controlled.

Morse (2011) uses natural disasters in Cali-
fornia from 1996 to 2002 as a natural experiment
to test whether access to payday loans mitigates
or worsens financial distress. Morse finds that

decreases the credit standing of consumers. That individu-
als who lack access to payday loans might find alternative
sources of credit can help explain the negligible differences
in marginally accepted and rejected applicants in Bhutta et al.
(2015).

payday loan access for distressed borrowers
mitigates increases in foreclosures resulting
from natural disasters and decreases the occur-
rence of larceny. That a 2-week loan averaging
$300–$400 used by a very small proportion of
the population could significantly influence out-
comes from natural disasters as well as property
crime rates seems incredible. Geographic prox-
imity or accounting for differences in a limited
set of economic or social variables is unlikely to
eliminate entirely the effects of other influences
on outcomes.

Two studies are based on experimental
designs. With cooperation from a small-dollar
lender in South Africa, Karlan and Zinman
(2010) conducted an experimental study in
which the lender randomly approved appli-
cants who would normally be denied for being
just below the approval threshold. The authors
find positive and statistically significant effects
of approval on several measures of financial
well-being and no effect on credit scores in the
following two years. In a laboratory experiment,
Wilson et al. (2010) find that, on average, payday
loan access helps subjects absorb expenditure
shocks and survive financially.

If one were to conclude, like many of these
studies find, that payday loan access is generally
beneficial or harmless, it is important to note that
these studies summarize the average treatment
effects of payday loan access. In other words,
although payday loan access could be gener-
ally harmless, there might still be some individ-
uals who are harmed by having access to pay-
day loans.

In other words, there is heterogeneity in
the welfare effects of small-dollar loan access.
Individuals who are present-biased or overly
optimistic might over-borrow. Individuals who
lack information about alternative credit options
might not select the optimal form of credit. The
Pew (2013) report shows that 48% of borrowers
say payday loans mostly help borrowers, while
41% of borrowers say payday loans mostly hurt
borrowers.70 Levy and Sledge (2012) find that
most borrowers are aware of their ability to repay
payday loans, but some borrowers take longer to
repay than they expected.

Although we highlight from the literature that
borrowers fit the description of those who benefit

70. For storefront payday borrowers only, 60% say pay-
day loans mostly help borrowers, and 31% say payday loans
mostly harm borrowers. For online payday loan borrowers
only, 40% say payday loans mostly help borrowers, and 49%
say payday loans mostly harm borrowers.
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from access to small-dollar loans and that bor-
rowers are generally thoughtful about their credit
decisions, an area for future research is identi-
fying characteristics of those who are harmed
by access to small-dollar loans and examining
their decision-making processes and constraints.
Progress in identifying, for example, which bor-
rowers are present-bias and what information can
be provided to improve their decision-making
might help financial regulators better balance the
benefits and costs of regulating access to small-
dollar credit products. As noted by Campbell
(2016), which is a current benchmark of thinking
in consumer protection for small-dollar credit,
there is a “difficult tradeoff between the benefits
of regulation to households that make mistakes,
and the costs of regulation to other financial mar-
ket participants” (Campbell 2016, 48).

B. Competition, Regulation, and Credit
Availability

Governments have long regulated credit terms
and lending practices to prevent lenders from tak-
ing advantage of borrowers’ need and weak bar-
gaining power. In the United States, regulations
intended to protect consumers in credit transac-
tions include the following:

1. Direct regulation of the market conduct of
firms offering products or services. This set of
regulations includes state and federal require-
ments or restrictions on lenders’ sales practices
and use of personal characteristics in credit
decisions, debt collectors’ behavior, and credit
bureaus’ record keeping.71

2. Direct regulation of product content. This
approach regulates the terms of credit contracts.
Interest rate ceilings and maximum maturity
terms have long been used at the state level.
The federal government’s Credit Practices Rule
regulates creditor remedies to consumer defaults.
The federal MLA limits rates to 36% for military
personnel, but the federal government has largely
avoided interest rate ceilings.72

71. Many credit laws at the state level are on this “con-
duct” approach. Notable federal laws, and their updates,
include the Fair Credit Reporting Act of 1970, the Equal
Credit Opportunity Act of 1974, and the Fair Debt Collection
Practices Act of 1978.

72. The issue of an interest rate cap swirled in deliber-
ations and discussions for years in the 1960s. For example,
it is featured in a 1967 floor debate between the cosponsors
of the Truth in Lending Bill, Senators William Proxmire (D
Wisconsin) and Frank Lausche (D Ohio). See http://www
.llsdc.org/assets/TILAdocs/tila-lh-cr-1967-01-31.pdf. Rep-
resentative Leonor Sullivan (D Missouri), an ardent consumer

The economic model of a competitive mar-
ket provides that prices and quantities of prod-
ucts available in the market reflect the marginal
cost of producing the products. Both consumers
and producers are price takers. If price exceeds
marginal cost, producers will expand produc-
tion until price equals marginal cost. If marginal
cost exceeds price, producers will contract pro-
duction. Competition ensures the lowest possible
price for a product.

When a firm has market power, it can raise
the price above the marginal cost without losing
all of its customers. When this behavior occurs,
the price is too high and the quantity produced is
too low. The belief that borrower need and lack
of bargaining power gave lenders market power
provided a justification for regulation of credit
terms and lender behavior.

Whether such regulation is effective for con-
trolling market power is questionable. In a theo-
retical paper, Blitz and Long (1965) examined the
use of rate ceilings to remedy market power under
different supply and demand conditions. Gener-
ally, a rate ceiling resulted in the same or lower
levels of borrowing. High-risk borrowers were
not able to borrow at all. Lower-risk borrowers
were sometimes, but not always, better off under
rate regulation. In one case examined by Blitz and
Long (1965), borrowing was greater and inter-
est rates were lower. This outcome is closer to
a competitive outcome than the other cases that
Blitz and Long (1965) considered. High-risk bor-
rowers were able to pay less than their unregu-
lated rate and were able to borrow, but they could
not borrow as much as they would like at the
regulated rate. Risk-free borrowers would pay a
higher rate in this case. The main beneficiaries
would be low-risk borrowers in the middle, who
would pay less and borrow more.

Blitz and Long (1965) were skeptical that reg-
ulators possessed the analytical capabilities to
assess supply and demand conditions in credit
markets that would enable them to set rate ceil-
ings in a way that would reduce market power
and produce more competitive outcomes. Instead,
they suggested that it would be far simpler for

advocate, introduced HR 11601 to the House Banking and
Currency Committee. Sullivan’s bill incorporated the Senate
bill and included four additional provisions to the Senate’s
version of the Truth in Lending Bill, including an 18% annual
rate ceiling on all credit transactions in the United States. The
House amended the bill to exclude the interest rate cap, but
included language to establish the bipartisan National Com-
mission on Consumer Finance. The vote was 383-4. President
Johnson signed the TILA into law in May 1968.

http://www.llsdc.org/assets/TILAdocs/tila-lh-cr-1967-01-31.pdf
http://www.llsdc.org/assets/TILAdocs/tila-lh-cr-1967-01-31.pdf
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regulators to work toward making the market
more competitive.

Blitz and Long’s (1965) theoretical findings
are supported by empirical analyses of the per-
sonal loan market conducted for the National
Commission on Consumer Finance (1972). Staff
analyses indicated that low rate ceilings were
associated with less credit. The number and
dollar volume of loans were lower and rejection
rates were higher in states with low rate ceilings
than in states with high rate ceilings. This finding
is consistent with low rate ceilings rationing
high-risk consumers. Low rate ceilings also did
not generally lower borrowing costs. While rates
clustered near the rate ceiling in states with low
rate ceilings that are below market rates, con-
siderable percentages of loans had rates much
lower than rate ceilings in states with high rate
ceilings. This finding suggests that lower-risk
consumers pay market prices when ceilings are
above market prices.

The National Commission found that more
competitive market structures were associated
with greater credit availability. The number
and dollar volume of loans was larger in less
concentrated markets than in more concentrated
markets. The National Commission noted that
competition across different institutional types
of lenders was in many states inhibited by insti-
tutional differences in rate and loan size limits.
Such regulatory restrictions often prohibited
or made unprofitable loans by an institution
type outside of the specific loan size segment
authorized for that lender type.73 Also inhibiting
competition in the small-dollar segment of the
market was restrictive convenience and advan-
tage licensing, which required consumer finance
companies to show that it is to the convenience
and advantage of the public to open an office.74

The National Commission on Consumer
Finance concluded that “free and fair competi-
tion is the ultimate and most effective protector of
consumers.” In addition to antitrust policy con-
cerning mergers and acquisitions, the National
Commission recommended elimination or relax-
ation of rate ceilings and the elimination of entry

73. For a graphical presentation illustrating this form of
segmentation, see Rogers (1975, 119–21).

74. The argument for restricting entry in the small loan
market was that free entry would lead to excessive com-
petition. Lenders would open too many offices, which in a
crowded market would operate at an inefficient small scale.
Lenders’ efforts to increase office loan volumes would cause
lenders to make imprudent loans. For discussion of these argu-
ments, see Johnson (1968).

barriers (including restrictive loan size limits and
convenience and advantage licensing).75

More recent discussions of rate ceilings
include Peterson and Falls (1981), Villegas
(1989), Zywicki (2010), and Zinman (2010).
Villegas finds that low rate ceilings reduce the
quantity of credit available to low- and middle-
income households. Zinman (2010) shows
that binding interest rate ceilings harm con-
sumers with high debt service burdens, because
decreasing access to credit might preclude
refinancing of debt, which leads to increased
foreclosures, defaults, and bankruptcies. Peter-
son and Falls (1981) and Zinman (2010) find
that these borrowers are forced to shift into
more expensive substitutes for installment loans.
A shift into products such as check overdrafts
and pawnshops worsens the financial conditions
of borrowers. Zywicki (2010) contends that
imposing more regulations on payday lenders
will make consumers worse off, and do little
to protect consumers from concerns of over-
indebtedness and high-cost lending. He argues
that unintended consequences, such as shifting
borrowers into more expensive credit products,
can occur because of heavy restrictions on
payday lenders.76

The debate over the merits of interest rate
ceilings will surely continue as long as dis-
agreement remains about the welfare effects
of small-dollar credit access. To those who are
particularly motivated by the poor outcomes
experienced by some borrowers, interest rate
ceilings represent an appropriate consumer pro-
tection, perhaps regardless of the costs to those
who benefit from small-dollar credit access. To
others, interest rate ceilings restrict credit access
to those with already limited credit options.
Further research on the heterogeneous welfare
effects of small-dollar credit will inform the
debate over the merits of interest rate ceilings.

C. The Role of Disclosures

Beyond concerns about borrowers’ need and
weak bargaining power is a question of whether
free markets, if left to themselves, will provide
consumers with adequate information to make
informed decisions. This concern has provided a
third justification to regulation:

75. See the December 1972 Report of the National Com-
mission on Consumer Finance, pages 136–138.

76. Durkin et al. (2014) present a detailed discussion of
the theoretical and empirical evidence on rate ceilings.
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1. Improving the flow of information. This
approach to regulation mandates disclosures
intended to improve the quantity and quality of
information provided to consumers. The federal
Truth in Lending Act (TILA) of 1968 is the
most prominent of information remedies in the
consumer credit area. Key requirements of the
TILA are disclosures for an effective interest
rate (the APR) and the dollar amount of interest
(the finance charge), which standardized infor-
mation on credit costs provided to consumers.
Before the TILA, consumers lacked adequate
credit cost information needed to make informed
decisions.77 The four small-dollar loan products
are subject to Truth in Lending. Their customers
receive disclosures stating TILA dollar finance
charge and APRs.

Disclosures have several advantages over reg-
ulation of credit terms and lender behavior. First,
disclosure requirements are compatible with
market forces. The marketplace already provides
incentives for firms to disclose favorable price
and product information. Required disclosures
in a standard format help highlight the features
of the best products and expose the inadequacies
of the poorer ones. Second, if the consumer’s
problem in the marketplace is lack of informa-
tion on product prices and features, disclosure
of information seems more reasonable than
directly regulating product prices or features.
Providing information does not require regula-
tors to know consumers’ needs or preferences.
With disclosures, consumers can decide for
themselves what product best suits their needs.
Third, federal disclosure requirements can often
be layered on top of existing state consumer
protection regulations without forcing changes
to long-standing legal approaches of individual
states. Finally, providing disclosures often has
a relatively low cost, both in terms of market
disruption and expenditures for implementation
and enforcement.

That said, requiring disclosures is not
a panacea for all problems confronting
consumers—that is, requiring disclosures can-
not relieve all of the decision-making constraints

77. At the federal level, the core approach to consumer
financial protection is mandatory information disclosure. In
addition to the disclosures required by The Truth in Lend-
ing Law of 1968, federal statutes mandate specific disclosures
include the areas of bank deposits, electronic funds transfers,
securities purchases, privacy policies, credit reporting, mort-
gage lending, and consumer credit prices and terms. For an
extended discussion of information remedies for consumer
financial products, see Durkin and Elliehausen (2018).

faced by borrowers that cause them to behave
differently than the perfectly rational borrower.
Discussing information disclosures in Truth in
Lending, Rohner (1996) succinctly addresses
limitations of disclosure policy: “Nothing in
TILA compels consumers to read, understand,
and respond to its disclosures. There is no TILA
elixir to cure consumer illiteracy, innumeracy, or
plain disinterest. TILA cannot force economic
rationality into a consumer’s consciousness.
About all that can be expected is that adequate
amounts of credit cost information are available,
at appropriate times, in a more or less standard-
ized vocabulary and understandable format, so
that consumers wanting to use it can do so.”
(p. 114).

Rohner’s (1996) analysis suggests several
considerations for disclosure policies intended
to facilitate consumers’ decisions. First, infor-
mation must be accessible at the time it is most
useful. Information usually would be most use-
ful during the typical shopping period, before
the decision is made. Disclosures at the time a
transaction is completed can be useful for other
purposes but normally would not provide help
in the decision process. Second, consumers must
be able to understand the information. Having
the information available does not mean that
the consumers can comprehend the information.
Expecting consumers to comprehend complex
financial concepts is unrealistic. However, while
consumers might not know how to calculate
APRs, finance charges, or monthly payments,
they likely understand that, other things equal,
lower APRs, finance charges, and monthly pay-
ments are better than higher ones. More complex
financial concepts—the effect of prepaid finance
charges on the APR when a loan is repaid before
maturity, for example—are unlikely to be under-
stood and therefore provide little promise for
improving decision processes. Third, information
should be relevant. Providing information that
consumers do not consider relevant risks impair-
ing consumers’ information processing capacity.
Irrelevant information can divert attention from
important features or suggest by its disclosure
that a feature should be considered.

As we have already discussed, Bertrand and
Morse (2011) conducted an experimental study
of the effect of supplemental dollar finance
charge and APR disclosures on payday loan use
by borrowers of a large, multistate payday lender.
They find that receipt of the supplemental dollar
finance charge disclosure resulted in less payday
borrowing (about 11%). The supplemental APR
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disclosure did not have any effect on payday
borrowing. This finding is consistent with the
idea that borrowers consider finance chargers
but not APRs in their payday loan decisions,
and it highlights the importance of Rohner’s
second and third consideration mentioned above.
That is, effective disclosures must provide infor-
mation that consumers understand and that
consumers actually use in their decisions to
borrow from small-dollar lenders. Designing
disclosures that enhance consumers’ ability to
make utility-increasing decisions requires an
understanding of consumers’ cognitive abilities
and decision processes. Taking these factors into
account can produce more effective disclosures
and avoid mistakes.

Two recent experimental studies by FTC
economists provide evidence on the usefulness
of empirical research for designing disclosures.
The first study (Lacko and Pappalardo 2004)
concerned a policy proposal to add broker
compensation to current mortgage cost dis-
closures. The test examined the effect of the
proposed disclosure on consumers’ ability to
assess mortgage costs. Broker compensation is
included in the current disclosure form but is not
identified separately. It is not needed to assess
mortgage cost. The authors find that disclosure
of mortgage broker compensation reduced recent
mortgage borrowers’ ability to identify less
expensive loans.

In a later study, Lacko and Pappalardo (2007)
compared a prototype mortgage disclosure form
with the current form. The prototype disclo-
sures were based on focus group interviews,
the agency’s experience in designing consumer
disclosures, and problems in deceptive lending
cases investigated by the FTC. The principles
for designing the form were that it should con-
tain information on key terms, the format and
language should be easily understood, and less
important information should be excluded. They
found that after viewing the current mortgage
disclosures, many respondents could not iden-
tify basic loan attributes. One-half of respondents
could not correctly identify the loan amount, and
one-fifth of respondents could not identify the
APR, the amount of cash due at closing, or the
monthly payment. The authors compared recent
mortgage borrowers’ understanding of the proto-
type mortgage disclosures for simple and com-
plex mortgages. They found large improvements
in understanding of both the simple and com-
plex mortgage disclosures. The responses of sub-
prime borrowers were similar to those of prime

borrowers, suggesting that the difficulty lies with
the disclosure, not the borrowers.

D. Federal Laws Regulating Small-Dollar
Credit Products

Federal regulations largely apply for all types
of household credit and generally are the same
in all states. Information on effects of federal
disclosure laws is focused on cost disclosures.
Elliehausen and Lawrence’s (2001) finding that
payday loan borrowers generally were able to
state accurate dollar finance charges on their most
recent loans but were largely unaware of APRs
suggests that payday loan borrowers view the
finance charge, not the APR, as the cost of credit.
That borrowers could not recall the APR on
their most recent loans despite reporting that they
received the disclosure suggests that they did not
consider the APR to be important. Bertrand and
Morse’s (2011) experimental finding that receipt
of a supplemental dollar finance charge disclo-
sure resulted in less payday wing is consistent
with the view that borrowers consider finance
charges in their decisions. Whether reliance on
the dollar finance charge as a measure of cost
is evidence of a problem is not clear. The time
value of money has a negligible effect in short-run
decisions, and many theorists have argued that
an annualized interest rate is not useful for such
decisions.78

E. State Laws Regulating Small-Dollar Credit
Products

State laws regulate interest rates, fees, length
of loans, and other term of small-dollar nonbank
credit products. A summary of these laws, by
state, appears in Table A2 (Supporting infor-
mation). The lesson in Table A2 (Supporting
information) is that the scope of state regulations
is quite broad, and each state has its own set of
detailed regulations.79

F. Summary of Studies of the Regulations of
Small-Dollar Credit Products

Researchers examining the effects of reg-
ulations typically examine the effects of fed-
eral or state laws. In this section, we highlight

78. For discussion, see Durkin and Elliehausen (2018).
79. In addition, state laws frequently change. Therefore,

we believe the data shown in Table A2 (Supporting informa-
tion) is as accurate as the sources have provided. Nonetheless,
errors in Table A2 (Supporting information) are still possible.
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and summarize much of the literature studying
regulations for each of the four small-dollar
credit products.

Pawn Loans. As shown in Table A2 (Support-
ing information), pawnbroking is legal in all 50
states and the District of Columbia. The pawn
industry is also subject to 15 federal regulations
in the United States, including the TILA and the
MLA.80 Moreover, many states and municipali-
ties govern the pawn industry through licensing
requirements, reporting requirements to local law
enforcement, and more.81

Interest rate restrictions, regulations on the
resale of collateral, and requirements to report
to local police date as far back as 1812 in New
York City.82 Carter and Skiba (2012) report that
40 states and the District of Columbia place
some restrictions on interest rates, a number that
has grown to 45 based on data in Table A2
(Supporting information). Shackman and Ten-
ney (2006) listed 10 states with requirements to
return excess profit to the borrower upon sale
of the borrower’s collateral. As shown in Table
A2 (Supporting information), this number is now
five. Much of the scholarly research surround-
ing the pawn industry measures the effects of
industry regulations on pawn credit availability.
Scholars measure pawn credit availability using
the number of pawnshops per capita, pawnshop
store hours, loan amounts relative to collateral
values (LTVs), and individual survey responses
indicating pawn borrowing. Caskey (1991) and
Shackman and Tenney (2006) find that interest
rate caps decrease the number of pawnshops per
capita. Shackman and Tenney (2006) also show
that requirements to return excess profits from
the sale of pawn collateral are associated with
decreased store hours. Furthermore, in a survey
conducted by the Shackman and Tenney, they ask
pawnshops what amount they are willing to loan
on a piece of jewelry with a $200 resale value.83

Using survey responses, they find, as do Johnson
and Johnson (1998), that interest rate restrictions
decrease loan-to-value ratios.

80. See the National Pawnbrokers Association web-
site at https://assets.nationalpawnbrokers.org/2018/02/FAQ_
2018.pdf.

81. The National Pawnbrokers Association provides a
summary of state laws at https://www.nationalpawnbrokers
.org/state-pawn-shop-laws/.

82. Caskey (1994, 20).
83. The authors surveyed 12,116 pawnshops and received

roughly 300 responses. The authors note that pawnshops in
more regulated jurisdictions responded at higher rates.

The Unbanked/Underbanked Supplement to
the Current Population Survey (CPS supplement)
provides the most reliable and comprehensive
data on the use of pawn credit. Using data
from the CPS supplement, Avery and Samolyk
(2011) find that the number of pawnshops and
pawn usage increases as fee ceilings increase,
allowing pawnshops to charge higher prices.
Because Avery and Samolyk have individual-
level responses indicating pawn usage, their
results do not rely on the assumption of the pre-
vious research that fewer stores imply decreased
access to pawn credit. Therefore, their find-
ings buttress earlier findings that interest rate
caps (i.e., fee restrictions in the pawn indus-
try) restrict access to credit. Unfortunately, this
nationally representative data set cannot answer
loan-level questions, like the effect of interest
rate caps on loan-to-value ratios, because it does
not include questions specific to the terms of
pawn transactions.

Regulations in other credit markets also affect
the pawn industry. Carter (2015) examines the
relation between pawn usage and restrictions
on the ability to roll over payday loans and
finds that the credit products are complements,
not substitutes. Littwin (2009) tests the substi-
tution hypothesis, which states that restricting
one form of credit results in borrowers using
other credit products. Littwin’s findings concern-
ing low-income borrowers, however, suggest that
pawnshops and rent-to-own stores likely function
as complements to, rather than substitutes for,
credit cards.

Vehicle Title Loans. The title loan industry is reg-
ulated by governments at the federal, state, and
local levels. Through the TILA and the MLA, the
federal government requires lenders to disclose
finance charges as an APR, and prohibits lenders
from charging more than 36% APR to military
members and their dependents. Most recently, the
CFPB rule, which was finalized January 16, 2018,
but was delayed, requires title lenders to consider
the consumer’s ability to repay prior to loaning
money, among other requirements. Because vehi-
cle title loans are asset-based, the CFPB require-
ment to consider repayment ability might be
particularly onerous. Hawkins (2015) argues that
new CFPB regulations favor large lenders, who
are more likely to comply with federal regulation
but also are more likely to charge higher prices
and target racial minorities in advertising.84

84. Hawkins (2015) examines the store-front and online
advertising of payday and title lenders in Houston, TX.

https://assets.nationalpawnbrokers.org/2018/02/FAQ_2018.pdf
https://assets.nationalpawnbrokers.org/2018/02/FAQ_2018.pdf
https://www.nationalpawnbrokers.org/state-pawn-shop-laws/
https://www.nationalpawnbrokers.org/state-pawn-shop-laws/
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In addition to federal regulation of the indus-
try, title lending is also regulated at the local
level.85 For example, Peña (2014) details the
municipal regulations on title lenders in Austin,
Dallas, El Paso, and San Antonio. These munic-
ipalities require lenders to retain complete loan
records for three years, provide forms in the con-
sumer’s language of preference, refer consumers
to nonprofit agencies for financial education, and
cap loan values based on income and the vehi-
cle’s value among other things. In some states,
like Georgia, municipalities have the authority
to license lenders.86 Most of the regulation of
the title lending industry, however, occurs at the
state level.

Differences across state laws lead to differ-
ences in vehicle title loan transactions. Auto title
lenders legally operate in 24 states. Of these
states, six permit only title pawn loans, 13 allow
title pawn and title installment loans, and 5 per-
mit only title installment loans.87 While many
states do not explicitly ban title loans, they often
use interest rate caps to make it unprofitable for
title lenders to operate.88 Hawkins (2012) sug-
gests that a 200% APR is required for title lenders
to operate profitably. States also restrict title loans
through caps on loan amounts, which might be
based on a percentage of the borrower’s income
or a percentage of the vehicle’s value.89 More-
over, some states place limitations on the term

85. See Peterson (2012).
86. Georgia’s state law allows municipalities to license

lenders. Ga. Code Ann. sec. 44-12-136(b)(4). See Fritzdixon,
Hawkins, and Skiba (2014).

87. See https://www.federalregister.gov/documents/
2017/11/17/2017-21808/payday-vehicle-title-and-certain-
high-cost-installment-loans#footnote-180-p54490. Interest-
ingly, our source for title lending lists 16 states where vehicle
title lending is allowed.

88. Hawkins (2012) suggests 200% APR is required for
title lenders to operate profitably (referencing the findings of a
National Consumer Law Center webinar). Alabama, Georgia,
Mississippi, and New Hampshire cap monthly interest rates
between 15% and 25%. Tennessee caps interest rates at 2%
per month but allows a fee of up to 20% of the original
principal. Ala. Code sec. 5-19A-7(a); Ga. Code Ann. sec. 44-
12-131(a)(4); Miss. Code Ann. sec. 75-67-413(1); N.H. Rev.
Stat. Ann. sec. 399-A:18(I)(f); Tenn. Code Ann. sec. 45-15-
111(a).

89. Mississippi, New Mexico, and Tennessee cap loan
amounts at $2,500. Missouri caps loan amounts at $5,000.
Illinois caps loan amounts to $4,000, or 50% of the borrower’s
gross monthly income. Wisconsin caps the loan amount to
50% of the vehicle’s value and caps the total loan at $25,000.
Arizona, Idaho, South Dakota, and Utah have no limitations
on loan amounts. Miss. Code Ann. sec. 75-67-415(f); N.M.
Stat. Ann. sec. 58-15-3(A); Tenn. Code Ann. sec. 45-15-
115(3); Mo. Rev. Stat. sec. 367.527(2); Ill. Admin. Code tit.
38; sec. 110.370(a); Wis. Stat. sec. 138.16(1)(c); (2)(a); Ariz.

of the loan and number of rollovers.90 Many
state statutes do not explicitly authorize title lend-
ing nor specify whether the lender has recourse
against the borrower.91 In these states, lenders
report that they almost never seek deficiency
judgments.92 As shown in Table A2 (Supporting
information), nine states require all or a portion
of any surplus from the sale of the vehicle to be
returned to the borrower.93

Hawkins (2012) finds that title lenders often
restructure loans in response to state regulations.
For example, in Kansas, if title loans are struc-
tured as open-ended credit, these loans are not
subject to the 36% interest rate cap in Kansas. In
Texas, lenders operated as Credit Service Organi-
zations, or organizations providing credit-repair
services that were not bound by state usury lim-
its. Alternatively, title lenders can simply provide
loan amounts that are just above the loan amount
that is governed by rate caps.

Zywicki (2010) states that entry barriers are
low and that there is no evidence of abnormal
or persistent economic profits resulting from a
market failure in the title loan industry. There-
fore, like the National Commission on Consumer

Rev. Stat. Ann. sec. 44-291(A); Idaho Code Ann. sec. 28-46-
508(3); S.D. Codified Laws sec. 54-4-44; Utah Code Ann.
sec. 7-24-202(3)(c).

90. Delaware, Georgia, Idaho, Illinois, Mississippi, Mis-
souri, Nevada, New Hampshire, Tennessee, and Utah permit
rollovers. Idaho and Tennessee limit loan terms to 30 days
but allow automatic rollovers and mandate principal reduc-
tions starting with the third rollover. Virginia bans rollovers
and requires a minimum term of 120 days. Del. Code Ann.
tit. 5 sec. 2254 (rollovers may not exceed 180 days from date
of fund disbursement); Ga. Code Ann. sec. 44-12-138(b)(4);
Idaho Code Ann. sec. 28-46-506(1) and (3); Ill. Admin. Code
tit. 38; sec. 110.370(b)(1) (allowing refinancing if principal is
reduced by 20%); Miss. Code Ann. sec. 75-67-413(3); Mo.
Rev. Stat. sec. 367.512(4); Nev. Rev. Stat. sec. 604A.445(2);
N.H. Rev. Stat. Ann. sec. 399-A:19(II) (maximum of 10
rollovers); Tenn. Code Ann. sec. 45-15-113(a); Utah Code
Ann. sec. 7-24-202(3)(a); Va. Code Ann. sec. 6.2-2216(F).

91. Delaware, Florida, Idaho, Nevada, South Carolina,
Tennessee, Utah, Virginia, and Wisconsin are non-recourse
states. Del. Code 5-22-V sec. 2260; Fla. Stat. sec. 33.537.012
(5) (2016); Idaho Code 28-46-508 (2); NRS 604A.455-2; S.C.
Code of Laws sec. 37-2-413(5); Tenn. Code Ann. sec. 45-
15-115 (2); Utah Code Ann. sec. 7-24-204(1); Va. Code sec.
6.2-2217.A & E; and Wis. Stats. 138.16(4)(f).

92. See Zywicki (2010).
93. Arizona, Delaware, Idaho, Missouri, Tennessee,

Utah, Virginia, and Wisconsin require 100% of the surplus to
be returned to the borrower. Mississippi requires 85% of the
surplus to be returned to the borrower. Ariz. Rev. Stat. Ann.
sec. 47-9608(A)(4); Del. Code Ann. tit. 5, sec. 2260; Idaho
Code Ann. sec. 28-9-615(d); Mo. Rev. Stat. sec. 408.553; S.D.
Codified Laws sec. 54-4-72; Tenn. Code Ann. sec. 45-15-
114(b)(2); Utah Code Ann. sec. 7-24-204(3); Va. Code Ann.
sec. 6.2-2217(C); Wis. Stat. sec. 138.16(4)(e); Miss. Code
Ann. sec. 75-67-411(5).

https://www.federalregister.gov/documents/2017/11/17/2017-21808/payday-vehicle-title-and-certain-high-cost-installment-loansfootnote-180-p54490
https://www.federalregister.gov/documents/2017/11/17/2017-21808/payday-vehicle-title-and-certain-high-cost-installment-loansfootnote-180-p54490
https://www.federalregister.gov/documents/2017/11/17/2017-21808/payday-vehicle-title-and-certain-high-cost-installment-loansfootnote-180-p54490
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Finance, he argues that competition leads to
lower prices. Zywicki (2010) notes that usury
regulations, like interest rate ceilings, force con-
sumers to substitute a less desirable loan product.
Furthermore, he argues that borrowers, who are
likely already credit constrained, find themselves
with even fewer credit options.

Payday Loans. Like the consumer credit markets
discussed already, the payday industry is sub-
ject to the federal regulations of the TILA and
the MLA. As shown in Table A2 (Supporting
information), 18 states and Washington DC ban
payday loans. Skiba (2012) argues that out-
right bans of payday lending ignore the benefits
that access to credit offers. Skiba (2012) also
argues that restrictions on payday loan rollovers
might benefit consumers. Payday loan rollovers
are permitted in 11 of the 33 states that allow
payday lending, and each of these states limits
the number of rollovers. Moreover, local gov-
ernments regulate payday lending, including
municipalities in Texas and Oregon.94

At least 11 states that once authorized payday
lending have restricted or banned payday lenders
in recent years, including North Carolina (2001),
Georgia (2004), Ohio (2008), Washington DC
(2008), Virginia (2009), Washington (2009), Col-
orado (2010), Arizona (2010), Delaware (2013),
South Dakota (2016), and New Mexico (2017).
As we discuss in the previous section, scholars
often use changes to state payday regulations to
determine whether payday loans benefit or harm
borrowers.95

Stegman (2007), Barr (2004), and Caskey
(2002, 2005) discuss the evolution of payday
regulations and the industry structure. In the
late 1990s, as some states began to limit loan
fees, the payday lending industry adopted the
“rent-a-bank” model. Payday lenders partnered
with banks in states without usury restrictions.
The 1978 Supreme Court ruling upholding the
National Bank Act and the Depository Insti-
tutions and Regulation and Monetary Control
Act of 1980 allowed banks to charge inter-
est rates allowed by the state where they are
chartered. As a result, payday lenders arranged

94. Source: Bureau of Consumer Financial Protection,
Final Rule, Payday, Vehicle Title, and Certain High-Cost
Installment Loans, 11/17/2017, https://www.federalregister
.gov/d/2017-21808/p-82.

95. Source: Bureau of Consumer Financial Protection,
Final Rule, Payday, Vehicle Title, and Certain High-Cost
Installment Loans, 11/17/2017, https://www.federalregister
.gov/d/2017-21808/p-64.

“bank” loans from banks not constrained by rate
ceilings until bank regulators discouraged this
practice through supervisory guidance. Other
approaches for avoiding state rate restrictions
include offering payday loans via the inter-
net, or through credit service organizations or
credit repair services that are exempt from state
usury laws.96

Cash Installment Loans. Although not shown
explicitly in Table A2 (Supporting information),
no state bans this product outright. Moreover, one
can see that, for most states, the regulations on
the maximum interest rate allowed and maximum
maturity are quite detailed and specific.97

Research into this product has been stale since
the 1972 National Commission on Consumer
Credit report was released. The lack of research
into this product was likely largely due to the lack
of reliable data. Recently, however, the AFSA,
the trade association for the cash installment loan
industry, collected data from its members on their
loan portfolios. Two papers have emerged from
this data set. The first one, Durkin, Elliehausen,
and Hwang (2017), provides an overview of the
AFSA data set. They report that the number
of loans varies across states. States with rela-
tively low interest rate ceilings have relatively
fewer loans.

A rational economic response by installment
lenders who are constrained by rate caps is to
make larger loans. Larger loans generate suffi-
cient interest income to cover operating costs
and provide the appropriate risk-adjusted rate of
return on equity. As installment lenders migrate
to making larger loans, a so-called “credit desert”
emerges for loans smaller than those needed by
lenders to break even.98 To illustrate a loan desert,
consider a $100 loan in 1916. At the time, lenders

96. Barr (2004) notes that despite increasing competition
among payday lenders for retail space, customer service, and
convenience for customers, prices remain high. DeYoung and
Phillips (2013) and Flannery and Samolyk (2005) find that
prices tend to drift toward legislated price ceilings, which
they interpret as evidence of implicit collusion among lenders.
The rate ceiling serves as an anchor toward which lenders
migrate. Furthermore, Stegman and Faris (2003) and Stegman
(2007) argue that legal challenges lead to consolidation in the
industry, which could lead to higher prices.

97. We note that this product was born of the collabo-
ration between progressives and capitalists that resulted in
model legislation known as the Uniform Small Loan Law of
1916. As a result, various states have had 100 plus years to
hone their regulations regarding aspects of this product.

98. A “credit desert” might well be the intention of reg-
ulators who want to limit the supply of, and hence access to,
installment loans below a certain dollar amount.

https://www.federalregister.gov/d/2017-21808/p-82
https://www.federalregister.gov/d/2017-21808/p-82
https://www.federalregister.gov/d/2017-21808/p-64
https://www.federalregister.gov/d/2017-21808/p-64
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could charge a 3.5% monthly rate, which is a 42%
APR. Many state legislatures, however, have not
increased allowable rates. As Black and Miller
(2016) show, 40 states currently have interest rate
caps equal to or less than 42%. The $100 loan
size in 1916 dollars translates to a $2,315 loan
in 2014 dollars. In an important investigation,
Durkin, Elliehausen, and Hwang (2017) restate
some results of the National Commission on
Consumer Finance (1972) cost study and report
that a $2,100 loan (in 2013 dollars) has a 42%
breakeven APR. As a result, if a consumer wants
to borrow an amount less than $2,100, traditional
installment lenders faced with a 42% APR cap
will not make the loan. The consumer would have
to use other credit sources.

The second study, Lukongo and Miller
(2019), presents evidence from the borrower’s
perspective. Lukongo and Miller (2019) studies
how Arkansas residents, in the face of a bind-
ing interest rate cap, obtain installment loans
from finance companies. Author conversations
with AFSA personnel confirm that no install-
ment lenders operate in the state of Arkansas.
Lukongo and Miller (2019) study the extent to
which Arkansas residents drive to six bordering
states to take out small-dollar installment loans
as well as the acquisition costs of these loans. In
addition, Lukongo and Miller (2019) document
that driving distance matters. About 95% of the
installment loans held by Arkansas residents are
concentrated in Arkansas counties that border
counties in other states.

VII. CONCLUSION

This paper provides a springboard to scholars
and policymakers seeking to learn about the
workings of four small-dollar, nonbank-supplied
credit products. These products are pawn loans,
vehicle title loans, payday loans, and cash
installment loans. We describe the users of these
products, and the scholarly findings on whether
these products are mostly helpful or harmful to
borrowers and the decision processes of bor-
rowers who use these products. We summarize
the academic literature and the policy debates
surrounding each of these products. More impor-
tantly, perhaps, we identify unresolved questions
for further research.

We present relevant economic models of
consumer credit use from the literature and argue
that borrowers who use these small-dollar mar-
kets fit the description of those whom economic
theory predicts rationally use them. Measuring

the welfare effects of small-dollar credit use to
support or refute the predictions of the model
is difficult. Although, many studies find that
the average treatment effect of small-dollar
credit access is generally harmless, there is
considerable heterogeneity in outcomes among
borrowers. Similarly, studies suggest that most
borrowers understand small-dollar credit prod-
ucts and accurately predict their own repayment
behavior. Yet, some borrowers mispredict their
own repayment behaviors and have particularly
poor outcomes relative to others.

The ambiguity surrounding these findings
explains the disagreement among policymakers,
scholars, and others regarding the proper policy
response to small-dollar short-term credit. Cur-
rent policy responses range from outright bans
to unrestricted operation of small-dollar credit
products. Explicit or implicit bans of small-dollar
credit products might be depriving borrowers of
much needed credit, or they might be protecting
borrowers from harmful effects of being unable
to escape debt.

Scholars can help inform future policy deci-
sions by engaging the literature devoted to these
products and adding to the mosaic of findings
presented in this paper. What is the distribution
of outcomes for small-dollar credit borrowers?
Why do some borrowers have poor outcomes
relative than others? What product or borrower
characteristics predict these poorer outcomes?
Which borrowers accurately predict their own
repayment behavior? What information do
borrowers use in their small-dollar decision
processes that could be used to improve out-
comes? What policy response(s) can protect
borrowers from very poor outcomes without
restricting credit access to those who might
benefit from it?
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